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Calendar of Events 
December 2—4:30 P. M. Special 


Technical Meeting. Subject: 
Savings and Loan Association 
Accounting. Location: Society’s 
Office, 15 E. 41st Street, New York 
City. 

December 4—Regular Meeting of 
the Board of Directors. 


December 4—7:30 P. M. Special 
Technical Meeting. Subject: 
Municipal and Local Taxation. 
Location: Engineering Audi- 


torium, 29 W. 39th Street, New 
York City. 

December 8—7:30 P. M. Society 
Meeting. Subject: State Taxa- 
tion. Location: Waldorf-Astoria 


Hotel, Lexington Avenue and 
49th Street, New York City. 


December 9—4:30 P. M. 
Technical Meeting. Subject: 
Beverage Accounting. Location: 
Society’s Office, 15 E. 41st Street, 
New York City. 

December 11—7:30 P. M. Special 
Technical Meeting. Subject: 
Administration of Accounting En- 
gagements. Location: Engineer- 
ing Auditorium, 29 W. 39th Street, 
New York City. 

December 15— 8 P. M. Special 
Tax Meeting. Subject: Inven- 
tory and Other Year-End Tax 
Problems. Location: Engineering 
Auditorium, 29 W. 39th Street, 
New York City. 

December 16—4:30 P. M. Special 
Technical Meeting. Subject: 
Dairy Industry Accounting. Lo- 
cation: Society’s Office, 15 E. 
41st Street, New York City. 


December 18—7:30 P. M. 
Technical Meeting. 


December, 1941 


Special 


Special 
Subject: 


Practice Procedure. Location: 
Engineering Auditorium, 29 W. 
39th Street, New York City. 


January 8—Regular Meeting of the 
Board of Directors. 


January 12—7:30 P. M. Society 
Meeting. Subject: The Business 
Outlook, Inflation, and Problems 
Confronting Public Accountants. 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th Street, 
New York City. 

January 19—8 P. M. Special Tax 
Meeting. Subject: Tax Prob- 
lems Involving Depreciation, De- 
pletion, and Amortization. Loca- 


tion: Engineering Auditorium, 
29 W. 39th Street, New York 
City. 


New Society Director 


To fill the vacancy on the Society’s 
Board of Directors caused by the 
election of Mr. Saul Levy, former 
Director, as Second Vice President, 
the Board at its meeting on October 
20, 1941, chose Mr. John A. Lind- 
quist to fill Mr. Levy’s unexpired 
term. 


Board of Directors Appointments 


At its meeting on November 13, 
1941, the Society’s Board of Direc- 
tors changed the title of Mr. Went- 
worth F. Gantt from Assistant to 
the President to Executive Secre- 
tary, and named Mr. Joseph W. 
Welsh as Director of Public Rela- 
tions. 


Forthcoming Tax Meetings 
As recently announced, the So- 
ciety’s Committee on Federal Taxa- 
tion is planning a series of monthly 
tax meetings during the vear for 
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discussion of various new develop- 
ments and problems of interest to 
members in the field of taxation. 


The first of these special meetings 
is being held December 15th in the 
main auditorium of the Engineering 
Society Building, 29 West 39th 
Street, commencing at 8:00 p.m. 
This meeting will be in charge of 
Nathaniel B. Bergman in coopera- 
tion with Messrs. Byerly and Meyer, 
members of the Committee. The 
subject will be “Inventory and Other 
Year-End Tax Problems,” on which 
a short paper will be presented. The 
greater part of the meeting will be 
devoted to discussion from the floor, 
and the answering of questions pro- 
posed by members. 

The Committee has also announced 
that on Monday evening, January 
19th, at the Engineering Auditorium, 
the second meeting in this tax series 
will take place, the subject to be 
“Tax Problems Involving Deprecia- 
tion, Depletion, and Amortization.” 
The meeting will be conducted by 
Francis P. Byerly, member of the 
Committee. 

A similar federal tax session will 
be held at the same place on Febru- 
ary 9, 1942, the subject of which will 
be announced later by the Federal 
Tax Committee. 

Plans have already been made to 
change the date of the regular So- 
ciety meeting scheduled for March 
23, 1942, to the date of the tax meet- 
ing scheduled for the evening of 
March 2nd. The March 2nd meeting, 
therefore, will constitute the regular 
March meeting at which Society 
business may be taken up. The sub- 
ject matter and conduct of the meet- 
ing will be in the hands of the Fed- 
eral Taxation Committee, which will 
subsequently announce the topics 
planned for discussion. It is ex- 
pected that this particular session 
will be devoted to last minute dis- 
cussions of tax problems coming 
up before the March 15th deadline. 
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Federal Tax Meeting 


On the evening of November 17, 
1941, 1,350 members of the Society 
had the pleasure of hearing two ex- 
cellent papers on 1941 federal income 
and excess-profits taxes presented by 
Messrs. J. K. Lasser and Walter A. 
Cooper, members of the Committee 
on Federal Taxation. The meeting 
was ably conducted by Mr. J. § 
Seidman, Chairman of this Commit- 
tee, who was assisted by Mr. Leslie 
Mills, Vice Chairman. The two 
papers are published in this issue of 
the New York Certiriep Pustic Ac- 
COUNTANT. 

In introducing the speakers, Mr. 
Seidman commented upon the gen- 
eral tax picture and stated that in 
his opinion the present complicated 
and multiplied tax laws are a serious 
impediment to the defense produc- 
tion. He called for the drafting of 
a simple, integrated tax law which 
would be imposed at sufficiently high 
rates to yield the necessary revenue. 


Meeting on State Taxation 


The Society’s annual meeting de- 
voted to the subject of New York 
State taxes was held on the evening 
of December 8, 1941, at the Waldorf- 
Astoria Hotel. Members had the 
pleasure of hearing an address by 
the Hon. Joseph M. Mesnig, State 
Tax Commissioner, who spoke on 
“Accountancy and Tax Administra- 
tion.” Mr. Isidor Sack presented a 
paper entitled “Significant 1941 
Changes in New York State Tax 
Laws, Regulations, and Rulings” 
and Mr. J. B. C. Woods spoke on 
“Allocation of Income and Segrega- 
tion of Assets in State Taxation.” 


Syracuse and Rochester 
Tax Meetings 
On November 26, 1941, Mr. J. S. 
Seidman addressed a joint dinner 
meeting of the National Association 
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State Society Activities 


of Cost Accountants, the New York 
State Society of Certified Public Ac- 
countants, and the Controllers In- 
stitute of America at the University 
Club, Syracuse, New York. Mr. 
Seidman spoke on “The Growing 
Tax Burden” and followed his talk 
by a discussion period in which he 
answered a number of questions 
from the floor dealing with federal 
taxation and the Revenue Act of 
1941. The meeting, to which mem- 
bers of the Syracuse Chamber of 
Commerce were invited as guests, 
was well attended by a large group 
of accountants. 


On December 9, 1941 Mr. Seidman 
spoke before a luncheon meeting of 
the Rochester Chamber of Com- 
merce, his subject being ‘Pointers 
on 1941 Federal Income and Excess- 
Profits Taxes.”” Many members of 
the Rochester Chamber of Commerce 
attended, as well as representatives 
from the Rochester chapters of the 
New York State Society of Certified 
Public Accountants and the National 
Association of Cost Accountants. 


Addresses By Members 


On October 29, 1941, J. Arthur 
Marvin, Second Vice-President of 
the Society, addressed a Rutgers 
University Seminar devoted to ac- 
counting requirements of the Securi- 
ties and Exchange Commission on 
the subject of “Form and Content 
of Balance Sheet and Statement of 
Surplus to be Filed under the Securi- 
ties Act of 1933 and the Securities 
Exchange Act of 1934.” 


On October 30, 1941, Henry B. 
Fernald, a member of the Society’s 
Committee on Education, spoke on 
“Internal Auditing” before the Ac- 
counting Society of the College of 
the City of New York.” He also 
addressed the Commercial Educa- 
tion Association on November 29, 
1941, on “Emergency Demands on 
Commercial Education.” 
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Membership in the American 
Institute of Accountants 

A communication has been received 
from the Chairman of the Committee 
on Membership of the American 
Institute of Accountants, calling at- 
tention to the fact that members of 
other state societies may join the 
Institute without paying the $10 
application fee. In describing the 
benefits of membership in the na- 
tional accounting organization, the 
president of the American Institute 
of Accountants last year, in a mes- 
sage to Certified Public Accountants, 
said : 

“There are only about 21,000 Cer- 
tified Public Accountants in the 
United States. Their efforts must be 
coordinated through organization if 
they are to be effective. The means 
of organization must be through their 
state and national professional societies. 

“The progress of your profession, 
which has taken rapid strides in 
recent years, can be greatly acceler- 
ated if every certified public account- 
ant who is eligible for membership 
in the professional societies avails 
himself of this privilege.” 


Employment 

The Committee on Employment 
wishes the following message called 
to the attention of the membership: 

The Employment Committee has 
expanded its activities to further as- 
sist practitioners with their employ- 
ment problems, particularly those 
members of small and medium sized 
firms, by making available to them 
the records of college students in 
their senior year who plan to make 
public accounting their life work. 
Within a short time the Society will 
have on file the applications of 
a number of accounting students, 
which will include pictures and 
scholastic records. Some of these 
students will be available for part 
time work, and all of them are seek- 
ing employment after the termina- 
tion of the present school year. 
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The foregoing is in addition to the 
regular employment service which 
the Committee has maintained for a 
number of years. Probably you are 
familiar with this service; if not, you 
will be interested to know that both 
members of the Society and others 
seeking employment may register at 
the office of the Society for positions 
in either the public accounting or 
corporate accounting field. Our files 
now contain applications from all 
grades of accountants ranging from 
juniors up, both certified and non- 
certified. Some of the applicants are 
well qualified for positions such as 
office managers and comptrollers in 
the corporate field. No fee is charged 
to either the employee or employer 
for this service. 

Every effort is made by the Commit- 
tee to meet the wishes of the prospective 
employer relative to the number of ap- 
plicants to be sent for interviews and to 
qualifications of such applicants. In the 
event that the specifications cannot be 
met the employer is so advised. 

Inasmuch as it is largely through 
the membership that we learn of 
positions for applicants who are reg- 
istered with us, the Committee would 
like to have you inform your clients 
and friends of the employment ser- 
vice offered by the Society. Con- 
versely, when you are in need of 
accounting personnel, we will be 
pleased to assist you. 


Fire Department Emergency 
Auxiliary Corps 

The Fire Chief and Commissioner of 
New York City has asked that attention 
of accountants be called to the series of 
lectures being given each Tuesday from 
7 :30 to 9:30 p.m. for civilians interested 
in the fire fighting phase of civilian de- 
fense. Accountants residing in New 
York City are invited to go to their 
nearest fire house any evening, where 
they may obtain further information on 
these courses which are now in session. 
The lectures consume a total of sixty 
hours. 


164 


Maurice Richel 
Maurice Richel, a member of the 
Society since May, 1923, died on 
October 24, 1941, at the age of 45. 





Charles W. Sim 
Charles W. Sim, an associate 
member of the Society since Sep- 
tember, 1916, passed away on Octo- 
ber 27, 1941. 


Arthur A. Brody 
Word has just been received of 
the death on October 29, 1941, of 
Arthur A. Brody, a member of the 
Society since November, 1922. 


Meyer Epstein 
Meyer Epstein, a partner of the 
firm of John Gordon & Co., and a 
member of this Society since May, 
1919, died on November 1, 1941. 


The Society has suffered a great 
loss in the passing of these valued 
and esteemed members. 

SARL Ee AS ESE 


Frank Broaker 

The Society was notified of the 
death on November 12, 1941, of Mr. 
Frank Broaker, a former member of 
the Society and one of the most 
prominent men in the accounting 
profession. Mr. Broaker, who held 
certificate number one of the State 
of New York, was instrumental in 
obtaining passage of the first certi- 
fied public accountancy law in 1896, 
and became Secretary of the first 
New York State Board of Examin- 
ers. He was a well-known writer on 
accountancy, being the author of 
the first text book on this subject 
published in the country. Mr. Broaker 
was in his seventy-ninth year. 

Cognizance of Mr. Broaker’s death 
was made at a meeting of the Soci- 
ety’s Board of Directors on Novem- 
ber 13, 1941, and noted in the min- 
utes thereof. 
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Regulation of Consumer Credit 

Of much interest and import to 
accountants and their clients will be 
an article entitled “Federal Reserve 
Regulations of Consumer Credit,” 
appearing in the December, 1941 is- 
sue of the JOURNAL OF ACCOUNT- 
ancy. Written by William F. Trei- 
ber, assistant counsel of the Federal 
Reserve Bank of New York, it de- 
scribes the workings of Regulation 
W dealing with the control of instal- 
ment buying. 

Under the provisions of this Regu- 
lation, which became effective on 
September 1, 1941, all firms, corpo- 
rations or individuals are now re- 
quired to be licensed if they are 
engaged in: 

1) making extensions of instal- 
ment sale credit, i.e., selling 
listed articles on the instalment 
plan; 
making extensions of instal- 
ment loan credit, i.e., making 
instalment loans in any amount 
secured by listed articles re- 
cently purchased, or instalment 
loans for $1500 or less, not so 
secured ; or 
lending on the security of or 
discounting or purchasing notes 
or other obligations or claims 
arising out of such extensions 
of credit. 


bo 


w 
— 


To continue extending such in- 
stalment credit after January 1, 1942, 
it will be necessary for all firms, cor- 
porations or individuals doing so to 
file a registration statement before 
that date with the Federal Reserve 
banks of the districts in which the 
main office of such firm, corporation 
or individual is located. The regis- 
tration form is designated as Form 
F. R. 563, and may be secured from 
any Federal Reserve bank. 
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Wages and Hours 
Fluctuating Work Week 

The Fair Labor Standards Act 
provides for the payment of one and 
one-half time the “regular rate” for 
overtime. 

The Administrator has ruled that 
in the case of persons employed at a 
fixed weekly salary, the “regular 
rate” is the hourly rate, determined 
by dividing the number of hours 
worked during the week into the 
weekly salary. Under this procedure 
there is a rather incongruous result, 
if overtime is worked. 

An example of the method used by 
the Administrator in determining a 
violation is presented as follows: 

Suppose an employee has con- 
tracted to work for $25.00 per week 
on the basis of a fluctuating work- 
week. 

Suppose that in the week under 
consideration, the employee worked 
50 hours. 

The Wage-Hour people find that 
the “regular rate” is fifty cents per 
hour, the amount earned is $27.50 
and the underpayment amounts to 
$2.50. The following calculation 
serves as the basis for this deter- 
mination : 


50 hours divided into $25.00 equal 
50 cents per hour. 

40 hours at .50 equal $20.00 

10 hours at .75 equal 7.50 


Total Earned ...:.-... $27.50 
Amount Paid 3.0502. 25.00 
Underpayment ....... $ 2.50 


If the employer attempts to in- 
crease the weekly salary, the result 
is an increase in the hourly “regular 
rate” and a continued violation. 
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Decisions Contrary to Above 

Recent court decisions covering 
employees engaged by the week, im- 
ply that such an employee’s “regular 
rate” is the weekly rate. If this 
weekly rate is sufficient to cover 
both regular time and overtime, us- 
ing the minimum wage as a basis, 
there is no violation. 

If the minimum wage were .30 per 
hour and the employee worked 50 
hours for $25.00, there would be no 
violation because the $25.00 would 
be in excess of the minimum require- 
ments of the Act, thus: 

40 hours at 30 cents per 


WOUTHATE: «3.95 ssrrere aie $12.00 
10 hours at 45 cents per 
Ny tans sky ancien 4.50 
BEE dines hnéwieds $16.50 
See Cases 


Fleming vs. Belo Corporation. Fed- 

eral Circuit Court of Appeals, Fifth 

Circuit. (Being reviewed by the 

U. S. Supreme Court). 

Floyd vs. Du Bois Soap Co., Ohio 

Court of Appeals. 

Missel vs. Overnight Trans. Co. 

U.S. District Court of Maryland. 
SAMUEL I. Porter, C.P.A. 


Cooperation between Certified 
Public Accountants and 
Lawyers 


“May I close with a suggestion of 
warning? My profession of law has 
flourished only in the free atmo- 
sphere of constitutional government. 
Yours will grow and develop as a 
profession only under similar cir- 
cumstances. There are those in the 
world, not only abroad but here at 
home, who would like to see all of 
the professions socialized, that is, 
made completely subservient to gov- 
ernment bureaus under political con- 
trol, depriving us of the status of 
independent professional workers 
having ethical standards which we 
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will maintain either against indi- 
viduals or the government itself, and 
would reduce us in their planned 
scheme of affairs to little more than 
law clerks and bookkeepers doing the 
detail work parceled out to us by 
the political bureaus. Already there 
is a tendency to curb the independ- 
ence of the professions, both by stat- 
ute and by rules and regulations in 
the government departments. With- 
out adopting any resolutions, let us 
mentally resolve that any rules and 
regulations promulgated shall be 
subjected to the test of the real pub- 
lic good rather than mere bureau- 
cratic convenience.” 





From an address by D. A. Simmons, former 
president of the Texas Bar Association, be- 
fore the Texas Society of Certified Public 
Accountants, September 10, 1941. 


The McKesson and Robbins Case: 
Verification of Stock 


“In an article published on Ist 
March last we summarized conclu- 
sions arrived at by the American 
Securities and Exchange Commis- 
sion on the subject of the verifica- 
tion by auditors of stock-in-trade, 
as arising out of the McKesson and 
Robbins case, and we offered certain 
comments of our own which were, 
in the main, critical of the American 
viewpoint. Our remarks have sub- 
sequently attracted a number of 
letters to our correspondence col- 
umns in which we, in our turn, have 
been the object of friendly criticism, 
and we feel that the time has arrived 
when it is proper that we should 
endeavour to think again and to 
restate, with the assistance of our 
correspondents, the whole matter 
as it now appears to us. 

“Tn accounting, as in every other 
subject of human thought, it is in- 
evitable that there should be a clear 
line of cleavage on opposite sides 
of which are ranged, respectively, 
the minds which feel the attraction 
of adjustment to changing condi- 
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Professional Comment 


tions and those which regard cau- 
tion as a surer guide to conduct 
than boldness. Across that intellec- 
tual gulf the flinging of counter- 
charges of timidity and rashness is 
futile; the practical man must be 
the arbiter and must remind the 
contending factions that auditing is 
a job which, by its very nature, must 
rely less on general statements of 
principle than on adaptations of 
variable technique to meet the al- 
most incredible heterogeneity of fac- 
tual combinations making up the 
material on which auditors must 
work. That is why, in England, 
emphasis has always been laid more 
strongly on the personal equation 
in auditing than on an appeal to any 
code of operations laid down in vacuo 
by external authority. 

“Remembering this, we consider 
it our duty to remind our readers 
that there is a fundamental differ- 
ence between allowing an auditor 
the liberty to take his tests, in par- 
ticular cases, farther than may be 
the general practice, and laying 
down a fixed rule that he must in 
every instance carry his inquiry 
to a given minimum of minuteness. 
This flexibility appears to us to be 
the very stuff of which good audit- 
ing is made. It induces in the audi- 
tor a conviction of the uniqueness 
of every engagement, demanding 
special and separate consideration 
for every case, and it reminds those 
who rely on auditors that the work 
is an assessment of special needs 
rather than a mechanical task per- 
formed with line and foot-rule. 

“A layman reading our. recent cor- 
respondence columns might be for- 
given if he should gain the impres- 
sion that British auditors, under 
current practice, give no examina- 
tion to invéntories beyond the cur- 
sory acceptance of certified lists. 
That view of the situation would 
plainly be wrong; for we apprehend 
that every well-performed audit 
brings the query ‘what test for this 
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item is necessary and reasonably 
feasible?’ The difficulty of a gen- 
eralised discussion lies in the defini- 
tion of feasibility. It certainly goes 
as far as comparison of the balance 
sheet item with such integral parts 
of the records as exist; but how 
much farther it can go towards re- 
conciliation of records with the facts 
they purport to reflect is a question 
to which the answer is as variable 
as the facts themselves. 

“We do not believe that an obliga- 
tion to examine physical stock, that 
is to say the goods themselves, 
should in any circumstances be erected 
into a general rule of auditing; but 
we do believe that any good auditor 
should be capable of being trusted to 
know how far he himself can safely 
act on his own discretion. In saying 
this we express two very broad 
principles of the most fundamental 
importance. 

“First, in a field where the ordinary 
reader of a balance sheet cannot be 
expected to draw fine distinctions, 
there is grave danger that obligatory 
examination of goods might draw 
upon the profession a responsibility 
it could not honestly discharge. As 
we have before said, no auditor is 
trained to distinguish between quali- 
ty A and quality B of any given class 
of goods; nor even, in many cases, 
between goods C and goods D. Yet, 
where obligation is once accepted, 
how is the person who relies on the 
auditor to be informed what degree 
of strength is to be attached to his 
reliance? If it be argued against our 
view that this leaves balance sheets 
in an undesirable haziness of posi- 
tion, we reply that certainty, or what 
is as nearly as possible certainty, can 
be attained by the separate employ- 
ment of professional trade valuers 
and stocktakers. Indeed, that course 
is open, even under present condi- 
tions, to any company whatsoever 
and we are certain it would be wel- 
comed by auditors if only on the 
basic ground of relieving them of an 
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irksome subject of doubt. Why load 
auditors with a job for which there 
already exists an adequately trained 
and organized profession? 

“Second, the very foundation of 
auditing is that it is an independent 
report on what has already been 
done by directors; and, in our 
opinion, no decision taken by the 
auditing profession ought to dimin- 
ish the responsibilities of the direc- 
torial function. Directors are per- 
sons put, by their members, into a 
position of trust and it is for them to 
discharge their trust. They bring to 
auditors such documentary evidence 
of stock-in-trade as may be proper in 
individual cases, and that documen- 
tary evidence is open to test by audi- 
tors. The responsibility for the 
custody and existence of the goods 
lies on the directors and that obliga- 
tion ought to be emphasized by 
every means. The profession should 
be willing to test and to apply criti- 
cism but, in our judgment, it should 
not be willing to be drawn into a 
position from which it could not re- 
cede; and once it accepted an obliga- 
tion to enter on the physical examin- 
ation of goods, it could never be 
certain that false assumptions of its 
omniscience and omnipotence would 
not destroy the whole value of its 
work.” 


An editorial appearing in the August 16, 
1941 issue of THe ACCOUNTANT, official pub- 
lication of the Institute of Chartered Account- 
ants in England and Wales. 


Progress in Accounting 

“Progress made in clarifying the 
basic principles of accounting has 
been more than matched by im- 
provement of the standards or prin- 
ciples of disclosure. An oversimpli- 
fied balance sheet, a three-figure in- 
come statement, the statement that 
‘tells all’ in an undigested mass of 
footnotes are becoming rarer. It 
seems quite clear that the investor 
of today has available on the aver- 
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age more complete, more accurate, 
and more informative financial data 
than ever before. Moreover, to a 
constantly increasing degree, the fi- 
nancial statements included in an- 
nual reports to stockholders tend to 
conform to the standards of disclo- 
sure applicable to statements filed 
under the Securities Acts. Indeed, 
such conformity is mandatory under 
the Investment Company Act of 
1940. 

“Without laboring the point, which 
has received extended consideration 
from all sides, it may be well to ob- 
serve that financial statements ought 
to be accurate, reasonably detailed, 
and intelligible. They should be ac- 
curate, not in the sense of portray- 
ing ‘the one truth,’ but in the sense 
in which any accounting statement 
presents a limited set of facts ab- 
stracted from a kaleidoscopic en- 
vironment. They should be detailed 
in the sense that sufficient facts are 
reported to reveal the important re- 
lationships and trends. Of signifi- 
cance here is the fairly recent opin- 
ion in the matter of the American 
Sumatra Tobacco Company, since it 
contains a rather full statement of 
the Commission’s views as to the 
minimum detail essential to an ade- 
quate income statement, and ex- 
amines at some length the argu- 
ments which have been pressed 
against furnishing more informative 
profit and loss statements. 

“Finally, financial statements should 
be intelligible in the sense that the 
descriptions given and format of 
presentation should facilitate rather 
than hamper understanding. It is 
important to note that the ultimate 
test of clarity lies not in the effect 
produced on the trained mind of the 
professional accountant who pre- 
pares or examines the statement, but 
rather in the effect produced on the 
mind of the reader to whom it is 
directed, be he business man, lawyer, 
or layman. Educational efforts in 
this direction have resulted in the 
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publication by the Institute of pamph-maining hours. They would insist 


lets describing in simple language 
the functions of accountants and the 
meaning of financial statements. One 
research bulletin has voiced approval 
of such a combined presentation of 
income and surplus statements as 
should enable the reader to grasp 
their over-all significance irrespec- 
tive of the allocation of items be- 
tween them. The American Account- 
ing Association has also sought to 
resolve the latter problem by recom- 
mending that all charges and credits 
for expenses, losses and profits be 
routed through the income account.” 





From an address by William W. Wernts, 
Chie’ Accountant, Securities and Exchange 
Comutission, before the Fifty-Fourth Annual 
Meeting of the American Institute of Ac- 
countants, September 16, 1941. 


Future Trends in Accounting 


“Some of the trends already noted 
are likely to continue and to become 
more pronounced. Others, however, 
may be reversed, just as the trend 
towards adjusting property accounts 
to reflect current values that was 
marked in the twenties was reversed 
in the thirties. In particular, I look 
or at least hope for some reversal 
or moderation of the tendency to 
discredit conservatism and to criti- 
cise anticipation of losses foreseen 
but neither assured nor measurable. 


Conservatism 

“There is danger in attaching too 
much importance to the results of 
a single period, whether it be an 
hour, a day, a month or a year. No 
one would approve of computing 
the profits of a restaurant by hourly 
periods and allocating all fixed ex- 
penses, such as rent, on an hourly 
basis with the result that the busi- 
ness would appear to have made 
large profits in three or four hours 
of the twenty-four; to have broken 
about even in another few hours, 
and to have lost money in the re- 
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that continuance of operation dur- 
ing unprofitable hours was a neces- 
sary condition of securing large rev- 
enues in other hours, and that pro- 
vision for the costs of the slack 
periods should be made out of the 
revenues of the busy hours. 

“Much the same considerations ap- 
ply at times to annual business 
profits. It seems certain that the 
rich harvest which many corpora- 
tions are now reaping will have an 
aftermath in which the crop will be 
very lean, and it would seem that 
corporations should take this fact 
into account in measuring the 
charges that ought to be made 
against the present gross yields. 
This is particularly applicable to 
new capital expenditures made from 
either patriotic or profit-earning mo- 
tives to meet needs which are not 
likely to be permanent. 

“Experience in the last war showed 
that facilities created in such an 
emergency often prove to be not 
merely valueless but a burden when 
the emergency has passed. Many 
assets not subject to the amortiza- 
tion provisions of the tax law may 
wisely be written off more rapidly 
than by the straight-line deprecia- 
tion method. And as prices rise, it 
will be prudent to recognize the 
illusory character of profits derived 
from turning over commodities at 
higher nominal prices, expressed in 
terms of a depreciating currency. 
The establishment of reserves in 
anticipation of the after effects of the 
present happenings, through charges 
against current profits, is in my 
judgment highly desirable. 


Original Cost 

“T think we shall see further de- 
velopment of the idea of original 
cost and enterprise accounting, possi- 
bly in connection with the efforts 
that are being made to reduce the 
part played by loans in the capital 
structure of the corporate enterprise 
of the country, particularly in the 
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railway and public utility fields. 
This may lead to changes in taxa- 
tion policies. It is a strange anomoly 
that we should tax the entrepreneur 
more heavily than the rentier (as we 
do by taxing equity earnings to both 
the corporation and the stockholder) 
while striving to increase the pro- 
portion of equity capital. 

“We may perhaps see accounts pre- 
sented in two sections—one showing 
the results of the operation of the 
enterprise as such and the other 
carrying on the story to show the 
effect of such operations on the cor- 
poration which is carrying on the 
enterprise. However, such a develop- 
ment would present difficult prob- 
lems which could not be solved with- 
out long and arduous study. 


Kinds of Income 

“Tt is to be expected that realization 
of the great significance of the in- 
come account will lead to recogni- 
tion of the importance of distinguish- 
ing between different kinds of income 
and to a more careful analysis of 
revenues or gross income and the 
charges thereagainst. If we are com- 
puting capital values from income it 
obviously makes a great difference 
whether the income is (a) operating 
income, (b) income from a prior 
charge on operating income of an- 
other corporation (such as interest), 
(c) an equity interest in such in- 
come (dividends), or (d) a gain re- 
sulting from the increase in value of 
an interest in income of another cor- 
poration (capital gain). The Invest- 
ment Company Act of 1940, through 
its provisions dealing with the treat- 
ment of capital gains and losses in 
relation to dividends, may start a 
train of events of great importance 
in accounting. 

“Tn this field the question may be 
raised whether the use of the accrual 
basis of accounting is worth retain- 
ing in respect of revenues, or 
whether the loss of theoretical ac- 
curacy resulting from its abandon- 
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ment would not be worth while in 
order to make uniform the rule that 
income is realized gain. 


More Refinement in General 
Accounting 


“Tl think financial accounting is 
likely in the future to become more 
analytical and marked by greater re- 
finement. Cost accounting techni- 
ques have superseded the old hit or 
miss methods of allocating overhead 
expenses and have led to the use of 
allocations based on more intensive 
analysis of the nature and incidence 
of costs. There is room for similar 
developments in the field of general 
financial accounting. 

“We shall also almost certainly 
see further efforts—some of them, 
perhaps, of a radical character—to 
make the terminology of accounting 
more understandable by the general 
public, or at least to remove some of 
the opportunities for misunderstand- 
ing. In recent years, practicing ac- 
countants have made_ successful 
efforts to eliminate the use of the 
expression ‘net worth’ because it 
carried a connotation of value which 
might be misleading in respect of 
accounts based predominantly on 
cost. At the meeting of the Ameri- 
can Institute of Accountants held 
within the last two weeks a pro- 
posal to eliminate the word ‘surplus’ 
on similar grounds received a cordial 
welcome. 

“The laws of some important states 
permit the payment of dividends 
from either surplus; i.e., an excess 
of assets over liabilities and legal 
capital, which is a value concept, or 
net profits, which is not a value con- 
cept. In such circumstances, the 
substitution of the expression 
‘earned surplus’ for the older ‘un- 
divided profits’ was a step back- 
wards which should itself be re- 
versed. 

“At the meeting to which I have 
referred, the Chief Accountant of 
the Securities and Exchange Com- 
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mission expressed the view that the 
objects of accounting were so differ- 
ent from those of legal rules that it 
should not be greatly influenced by 
them. A distinction may perhaps 
usefully be made between rules gov- 
erning the determination of income 
and those which relate to the ques- 
tion whether dispositions shall be 
regarded as dispositions of income 
or of capital. 

“The speaker was clearly correct 
in the view that legislation cannot 
make what is not income into in- 
come if the criteria which determine 
what is income are primarily eco- 
nomic. However, even in the field 
of income determination, laws have 
a certain relevance as indicative of 
legislative concepts of utility. An 
illustration may be found in laws 
which in general permit only in- 
come to be distributed but expressly 
provide that in determining divisible 
income of mines no deduction need 
be made for depletion. 

“Once income has been determined, 
whether it alone shall be distribut- 
able at the discretion of directors, or 
whether they shall also be free to 
distribute part of the capital paid in 
and if so in what circumstances dis- 
tributions may or shall be deemed to 
be made from one source or the 
other, would seem to be matters for 
decisions by the legislature in ac- 
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cord with its view of what is in the 
public interest. We may deplore the 
latitude allowed to directors under 
some laws as to the basis for what 
are called dividends; we may regret 
that it is no longer universally true 
that ‘Dividends are supposed to be 
paid out of profits only, and when 
directors order a dividend, to any 
given amount, without expressly 
saying so, they impliedly declare to 
the world that the company has 
made profits, which justify such a 
dividend.’ (Burnes v. Pennell, 2 House 
of Lords Cases, 497; 1849); but we 
cannot deprive directors of the right 
which the law gives them. We can 
and should endeavor to persuade 
them to refrain from a course which 
we regard as undesirable, and we 
can insist on full disclosure. I would 
call your attention to the fact that 
in its last bulletin, dealing with stock 
dividends, the Committee on Ac- 
counting Procedure of the American 
Institute of Accountants has not re- 
stricted itself to stating its opinion 
on the principles involved in ac- 
counting for stock dividends, but 
has expressed views on related ques- 
tions of sound corporate policy in 
the general field of accounting.” 


From an address by George Oliver May 
before the Tenth Annual Meeting of the 
Controllers Institute of America, September 
30, 1941, 
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Important Changes in the Excess Profits 
Tax Law Enacted during 1941 


By Wa.ter A. Cooper, C.P.A. 


SHALL dispense with the for- 
mality of introducing my subject 
and open my part of this evening’s 
program by stating that there are 
four important changes in the excess 
profits tax sub-chapter, on which we 
may well spend some time, and 
which I shall discuss as fully as the 
available time will permit. They are: 
(1) The transposition of the tax 
deductions. 
(2 


~ 


The additional invested capi- 
tal allowance for new capital. 


These two amendments apply 
to taxable years beginning on 
or after January 1, 1941. For 
convenience, I shall hereafter 
refer to that date, which you 
should understand to mean 
(unless I indicate otherwise) 
either January 1, 1941 or the 
beginning of the first taxable 
year starting after that date. 


(3) The addition of Section 734. 


(4) The additions to, or modifica- 
tions in, the relief provisions. 


— 


The two changes last mentioned 
are retroactive to the beginning of 
the excess profits tax. 


Transposition of Tax Deductions 

Congress has reclassified the two 
important Federal tax deductions 
and changed the order in which they 
are to be deducted in determining 
the several net incomes subject to the 
several taxes. Under the new plan 
the income tax is not deducted to 
determine the amount subject to 
excess profits tax but the excess 
profits tax is deducted to determine 


the income subject to income tax and 
surtax. 

In order to equalize those deduc- 
tions which are limited to a percent- 
age of income such as contributions 
and depletion, the provisions dealing 
with such deductions have been mod- 
ified to apply the percentage limita- 
tion to the particular net income 
that is to be taxed. Thus, for exam- 
ple, in computing the 5% limitation 
on contributions, for the purpose of 
determining the income subject to 
regular excess profits tax, neither 
that nor the income tax is deducted. 
But in determining the limitation 
on contributions deductions for the 
purpose of the income tax and sur- 
tax, the amount of the regular excess 
profits tax is deducted from gross 
income. 

Congress apparently was quite 
surprised at and many members 
probably still do not understand how 
this magical hocuspocus with tax 
deductions could miraculously pro- 
duce upwards of half a billion dollars 
of revenue. However, the result be- 
ing what they sought, more revenue, 
the change was readily adopted. In 
some quarters it has been justified 
as an indirect means of reducing the 
stated 7% exemption on invested 
capital to an effective rate of 4.83%, 
which is the effect. However, those 
who justify the change on that basis 
do not seem to have brought the 
idea to the attention of the Secretary 
of the Treasury, or at least had not 
done so before he proposed the 6% 
ceiling on profits. 

Aside from the fact that the 
change increases the tax burden, it 
is also important to note that it in- 
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Important Changes in the Excess Profits Tax Law Enacted during 1941 


creases the relative advantage of the 
income credit method in compari- 
son with the invested capital credit 
method. The former method has be- 
come more attractive or, perhaps ] 
should say, less expensive for two 
reasons—the reduction from 8% to 
7%, in the rate of exemption on in- 
vested capital over $5,000,000.00, and 
the transposition of the tax deduc- 
tions which results in increasing the 
base period excess profits net income 
for exemption purposes. Hence many 
taxpayers will find that the income 
credit method which produced the 
higher tax for 1940 will produce 
the lower tax for 1941. 


In passing, I might also call your 
attention to the fact that under the 
law as amended the carry-forward 
of unused 1940 exemptions must be 
computed under the law effective 
for 1941 though it may be based on 
either the income or capital credit 
method whichever produces the 
better result regardless of the 
method used in the 1940 return. 
Many taxpayers who were figuring 
on a carry-forward of unused exemp- 
tion will find that the carry-forward 
has been either completely elim- 
inated or materially reduced. 


New Capital 


The second important amendment 
adds to invested capital a special al- 
lowance for new capital. Before the 
amendment new capital was recog- 
nized and served to increase the in- 
vested capital by the amount thereof. 
Now, hdwever, in addition to the 
amount normally includible, a spe- 
cial addition of 25% of the amount 
defined as new capital is added to 
the actual capital of the corporation 
for computing the credit. This re- 
flects an attempt to induce business 
to acquire new capital for expan- 
sion purposes, not only to aid in 
the production of the materials for 
defense, but also to produce more 
income which in turn means more 
taxes. The recognition is limited, 
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however, to new capital acquired 
during taxable years beginning after 
December 31, 1940 and here, as in 
some other provisions of the excess 
profits tax sub-chapter, we find that 
those who were patriotic enough to 
go ahead without inducements are 
denied the benefit of these special 
allowances. 


Furthermore, there seems to be no 
sound reason why the happenstance 
of a fiscal year should forever deny 
to a taxpayer the additional benefit 
for new capital acquired after De- 
cember 31, 1940, but prior to the 
close of a 1941 fiscal year. Never- 
theless, that is the effect of the law. 


The new allowance applies only 
to new equity capital paid in. It 
does not apply to new borrowed 
capital or increases in equity capital 
resulting from retention of earnings. 
It does, however, include new capital 
which results from the capitalization 
of retained earnings through the 
issuance of a taxable stock dividend. 
It applies only in the determination 
of the credit on the invested capital 
basis and does not apply to the de- 
termination of the capital additions, 
8% of which may be added to the 
base period income of corporations 
using the income credit method. 


As is usual with most of these 
special provisions, they are compli- 
cated, contain safeguards intended 
to prevent the improper use of the 
new allowances and, as has hap- 
pened before, the safeguards and 
limitations are not properly coordi- 
nated and leave either loopholes or 
inequities against the taxpayer. 
These three features of the new capi- 
tal provisions will be discussed: 


(1) What constitutes new capital 
which is recognized? 


(2) What deductions must be 
made therefrom, and 


(3) What limitations must be 
applied in determining the 
amount? 
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At this point it may be well to 
point out that the procedure to fol- 
low is to determine the invested 
capital paid in, earned or borrowed 
in the usual manner as we would 
without this new provision; then, 
determine the amount of “new capi- 
tal” and add to the result previously 
developed 25% of the amount of the 
recognized new capital. All the in- 
clusions, deductions or limitations I 
shall discuss have no bearing on the 
ordinary determination of invested 
capital, but relate only to the deter- 
mination of the “new capital,” 25% 
of which is then added to the actual 
invested capital. In accordance with 
the general method, the amount of 
new capital is determined for each 
day, as is the regular invested capi- 
tal, though as a practical proposition 
it will be simpler to make the com- 
putations on an annual basis, pro- 
rating changes from the date thereof. 

What constitutes new capital? It 
includes all cash or other property 
paid in for stock or as a contribution 
to capital or surplus except the fol- 
lowing : 

(1) Cash or property acquired in 
connection with what I shall, 
for the moment, describe as 
a Section 112 reorganization 
transaction, and 

(2) Capital received by a taxpayer 
corporation from another 
member of a controlled group. 


Now, to explain those two exclu- 
sions. Section 112 of the income tax 
chapter of the Code, relating to 
reorganizations, contains certain pro- 
visions relating to the exchange of 
property for stock in a corporation, 
in connection with a reorganization. 
Among others are Subsections 
(b) (3), (b) (4), and (b) (5), covering 
exchanges between corporations and 
individuals or two corporations, and 
Subsections (c) and (d) wherein 
“boot” is received in addition to 
securities in a corporation, a party 
to the reorganization. If a taxpayer 
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corporation acquires cash or prop- 
erty in a transaction covered by the sub- 
paragraphs of Section 112 to which 
I have just referred, then the amount 
of the capital so obtained falls out- 
side the pale of new capital and is 
not recognized as such. That follows 
even though in “boot” transactions 
some gain may have been taxed. 

However, the new law goes fur- 
ther and redefines control, otherwise 
defined in Sec. 112(h), to mean own- 
ership of either 50% of the voting 
stock or 50% of the total value of all 
shares outstanding. Hence, if a 
transaction falls under the stated 
sub-sections of Section 112 or would 
do so if control specified in Section 
112(h) were defined in the manner 
indicated, the capital resulting is not 
recognized as new capital. Time does 
not allow for a more extensive dis- 
cussion of this feature. 


The second exclusion or non-rec- 
ognition reflects an attempt to pre- 
vent corporate chains from improp- 
erly developing new capital allow- 
ances through inter-company trans- 
actions and hence there is excluded 
from the new capital classification 
any capital paid in to one controlled 
corporation by another member of 
the controlled group. Though con- 
solidated returns affiliations control 
involves 95% voting stock owner- 
ship, control for the purpose of new 
capital is defined as the ownership 
within the group of either more than 
50% of the total combined voting 
power of all voting stock or more 
than 50% of the total value of all 
shares of all classes of stock. Notice 
that the disjunctive term is used 
as control of either 50% of the vot- 
ing power or of the value but not 
necessarily of both, is the yardstick 
determining if there is a controlled 
group. It follows, of course, that any 
capital indirectly acquired through 
a taxable stock dividend is not 
recognized either if the dividend 
stock goes to another member of 
the controlled group. For the deter- 
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Important Changes in the Excess Profits Tax Law Enacted during 1941 


mination of the percentage of stock 
owned, in order to ascertain whether 
or not a controlled group exists or 
the taxpayer is a member of it, the 
stockholdings immediately after the 
transaction are taken as the basis— 
not the status before the transaction. 

So much for the exclusions of 
capital that is not recognized as new 
capital. After we have determined 
what is recognized as new capital, 
we must then make two deductions. 
They relate to: 


(1) Increases in inadmissible as- 
sets, and 


(2) Distributions of pre-1941 ac- 
cumulated earnings. 


The first deduction that is required 
is for the amount of the increase in 
inadmissible assets, as of the day 
for which the invested capital is 
being determined over the amount 
of the inadmissible assets at January 
1, 1941 (or the beginning of the 
applicable fiscal year in the case of 
fiscal year taxpayers). This safe- 
guard is understandable and quite 
necessary. However, as frequently 
happens with loophole provisions, 
the subparagraph dealing with the 
inadmissible asset adjustment is not 
properly coordinated with the other 
limiting provisions. 

The point I have in mind is that 
the provision dealing with inad- 
missible assets does not take into 
account the fact that the inadmis- 
sible assets may have been increased 
by a transaction not producing 
recognized new capital, so that the 
adjustment will result in a double 
deduction if the capital obtained is 
not recognized as new capital in the 
first place. By way of illustration, 
assume the case of a taxpayer that 
obtained $1,000,000 of a new capital 
from a controlled corporation in the 
form of stock in one or more domes- 
tic corporations—in other words, 
inadmissible assets. Assume also 
that it acquired $1,000,000 of new 
capital from outside sources. It has 
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thus added to its capital $2,000,000, 
of which $1,000,000 came from 
another controlled company and is 
not recognized, leaving $1,000,000 
outside new capital. That amount, 
however, must be reduced by the 
$1,000,000 increase in inadmissible 
assets, leaving the corporation with 
no new capital, taxwise, though it 
has, in fact, acquired $1,000,000 new 
capital from outside sources. 

Investments, the treatment of 
which is elective and which are in- 
admissible only if the income there- 
from is excluded, are to be treated 
each year in accordance with the 
election for that year. 

The second required reduction in- 
volves distributions after January 
1, 1941 out of earnings accumulated 
prior to that date, or the applicable 
fiscal year date. The amount of new 
capital must be reduced by the 
amount of any distributions out of 
pre-1941 accumulated earnings. The 
theory behind that is that a corpora- 
tion which pays out part of its Janu- 
ary 1, 1941 capital, and then gets it 
back, is not really obtaining any 
new capital. 

The third feature requiring study 
is the limitation on the recognizable 
new capital. The purpose of this is 
to prevent switching from borrowed 
to equity capital, with the safeguard 
that, in applying the limitation, 
operating losses should not reduce 
the new capital allowance. 

The simplest way to explain the 
computation of the limitation is to 
use an illustrative example, which 
has been printed and distributed to 
you. I suggest that you take that in 
hand now. 

Note, first, the assumed facts upon 
the basis of which the illustration 
has been worked out: first, that the 
taxpayer, we are using as our guinea 
pig, had on January 1, 1941, an 
equity capital of $6,000,000, of which 
$4,000,000 was paid in and $2,000,000 
was earned, and a borrowed capital 
of $5,000,000. Between January 1, 
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1941 and July 1, 1942, the date as of 
which we are going to determine the 
new capital limitation, the following 
happened: 


(1) $3,000,000 of preferred stock 
was sold to outsiders for $3,- 


000,000 cash. 


(2) $1,000,000 of cash was paid in 
by another controlled corpo- 
ration. 

(3) $1,000,000 of property was ac- 
quired in a Sec. 112 trans- 
action. 

(4) $2,000,000 of bonds were re- 
tired. 

(5) $1,000,000 was lost through 
operations in 1941. 


On the basis of the foregoing as- 
sumptions, we determine the limita- 
tion as in the illustration. The 
aggregate of the equity and bor- 
rowed capital at July 1, 1942 is first 
ascertained. You will appreciate 
that at that point the equity capital 
includes only the earnings accumu- 
lated to January 1, 1942, as current 
year earnings do no affect equity 
capital during the year. Note, also, 
that we include borrowed capital 
(which is the full amount of the in- 
debtedness)—not borrowed invested 
capital which is only half of the bor- 
rowed capital. 


From the result of $13,000,000, we 
deduct the non-recognized capital 
additions of $2,000,000, leaving a 
balance, which I have described as 
the “adjusted daily capital,” amount- 
ing to $11,000,000. That is then com- 
pared with the equity and borrowed 
capital at January 1, 1941, again in- 
cluding borrowed capital rather than 
borrowed invested capital, which 


amounts to $11,000,000. 


However, we reduce that opening 
aggregate of equity and borrowed 
capital by the excess of the accumu- 
lated earnings and profits at January 
1, 1941, amounting to $2,000,000, over 
the amount at January 1, 1942, 
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$1,000,000, the difference of $1,000,- 
000 being the 1941 loss by which 
amount the accumulated earnings 
were reduced. Deducting this $1,- 
000,000 from the January 1, 1941 ag- 
gregate of $11,000,000 leaves $10, 
000,000, which in turn is deducted 
from the July 1, 1942 aggregate of 
$11,00,000, leaving $1,000,000 which 
is the maximum amount which can 
be recognized as new capital. If the 
additions and deductions previously 
discussed resulted in a_ smaller 
amount of new capital (which would 
be so if there had been a substantial 
increase in inadmissible assets), then 
the smaller amount would be the 
new capital. 


You can see that what has resulted 
in this assumed case is the acquisi- 
tion of $5,000,000 of capital, $2,000,- 
000 of which does not count as new 
capital because it was obtained 
through a Section 112 transaction 
or from another controlled corpora- 
tion, leaving $3,000,000 that came 
in from outsiders. Of that, $2,000,- 
000 was used to retire borrowed capi- 
tal leaving $1,000,000.00 which is the 
real amount of outside new capital 
remaining in the enterprise, and that 
is how the limitation works out. 


However, the statutory language 
does not accomplish the result really 
desired if some other things happen, 
and so I have projected this illustra- 
tion to January 1, 1943, having as- 
sumed that for the year 1942 the com- 
pany earned $1,000,000.00 and paid 
out of that a dividend of $500,000.00. 
In making our computation of the 
limitation, we find that the sum of 
equity and borrowed capital at Janu- 
ary 1, 1943 is up to $13,500,000.00, 
the additional $500,000.00 being the 
undistributed 1942 earnings. We 
make the same deduction for the 
non-recognized capital of $2,000,- 
000.00, leaving $11,500,000.00. We 
then compare that with our January 
1, 1941 aggregate equity and _ bor- 
rowed capital but find that there is 
no reduction to be made on account 
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of a decrease in accumulated earn- 
ings, as was the case in our compu- 
tation as of July 1, 1942, so that when 
we deduct $11,000,000.00, the Janu- 
ary 1, 1941 total, from $11,500,000.00, 
the January 1, 1943 total, we have a 
limitation of $500,000.00, which is 
the maximum that can be recognized 
as new capital. 

Your obvious reaction to a con- 
sideration of this tabulation must be 
that I have made an error because 
if the company had a surplus at Janu- 
ary 1, 1942 of $1,000,000.00, earned 
$1,000,000.00 and paid $500,000.00 in 
dividends in 1942, it would have a 
surplus at the beginning of 1943 of 
only $1,500,000.00, whereas the tabu- 
lation shows $2,000,000.00. You 
would be correct but so is the tabu- 
lation because the statute provides 
that the determination of the accu- 
mulated earnings, as of the begin- 
ning of any year subsequent to 
January 1, 1941, shall be made withou 
regard to distributions subsequent to 
January 1, 1941. Thus, in deter- 
mining accumulated earnings, we 
cannot deduct the dividend distribu- 
tions. It is not believed that one in- 
dicated result was intended by the 
framers of the legislation, but, never- 
theless, until the law is changed such 
is its effect. 


Section 734 


The addition of Section 734 came 
as quite a shock to many tax prac- 
titioners last Spring and put a sud- 
den end to the many discussions 
then going on about the extent to 
which items previously charged off 
on tax returns could be reinstated 
either for invested capital or base 
period income determinations. Fun- 
damentally Section 734 is an attempt 
to mitigate the effect of the Statute 
of Limitations as was Section 3801 
of the Code. However, it is much 
broader and, in some respects, I 
might say its most important as- 
pects, its meaning and intent are 
uncertain. I understand, however, 
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that it is to undergo a substantial 
overhauling in the procedural bill, 
about which we have heard so much 
but seen so little. 

Basically, the purpose of Section 
734 is to prevent the correction of a 
prior erroneous treatment of any 
item and, as the Treasury says, any 
transaction, in the computation of 
income or invested capital credits 
without correspondingly correcting 
the prior tax liability. Note particu- 
larly that it becomes operative only 
with respect to the inconsistent 
treatment of items in the computa- 
tion of credits and is not concerned 
with the computation of current year 
net income. That presumably, is 
covered by Section 3801. 

It makes no difference who made 
the error or why or that the treat- 
ment may not have been erroneous 
in the light of bureau rulings or 
court decisions at the time the item 
was originally considered. 

In its method of operation Section 
734 requires that the tax for the prior 
year be recomputed and that the ad- 
ditional tax resulting from the cor- 
rection only of the erroneous treat- 
ment of the item, plus interest from 
the ordinary due date thereof to the 
regular due date of the Excess 
Profits Tax, be added to the latter 
and become a part of the Excess 
Profits tax liability. You will ob- 
serve that the effect of the method 
provided, which is different from the 
method of adjustment under Section 
3801, converts what would ordinarily 
be an interest payment (and hence 
deductible in computing all Federal 
taxes) into an excess profits tax lia- 
bility which is not deductible in 
figuring the income subject to excess 
profits tax and by statutory limita- 
tion this Sec. 734 tax and interest 
adjustment is not deductible in com- 
puting normal tax net income either. 
This is a further penalty because the 
excess profits tax as such is deduct- 
ible for income tax purposes. Hence, 
if the reduction in excess profits tax 
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is offset by a Sec. 734 addition— 
leaving unchanged the total amount 
payable—only the amount of the 
reduced regular excess profits tax is 
deductible for income tax purposes. 

Section 734 is applicable only if 
adjustment of the prior year tax lia- 
bility is barred by the limitations 
provisions. Hence, if a correction of 
an open year is required, a taxpayer 
would be well advised to voluntarily 
pay the deficiency and interest, so as 
to be able to deduct the interest for 
all tax computations. 


If the correction of the prior year 
would result in a refund, the amount 
of such overpayment, plus interest, 
is deducted from the Excess Profits 
Tax. You should note that there 
can be quite a difference between 
the effect of a prior year overpay- 
ment or underpayment in that the 
benefit of the overpayment is limited 
to the amount of excess profits tax, 
which cannot be reduced to less than 
zero, while there is no limit on the 
addition of prior year underpay- 
ments, particularly as the current ex- 
cess profits tax cannot be less than 
the sum of the prior year underpay- 
ments (less overpayments, if any), 
plus interest thereon. Likewise, no 
comparison is made between the ex- 
tent to which the correction reduces 
the excess profits tax and the amount 
of the additional tax and interest for 
the prior years. Thus, for example, 
the correction of an error in a prior 
year return might add to the cur- 
rent tax a prior year adjustment of 
$10,000 even though correct treat- 
ment of the item in computing the 
credit saves but $1,000 of current ex- 
cess profits tax. Thus taxpayers may 
be faced with another gamble in 
settling their tax liabilities because, 
while the prior year adjustment is 
made but once, the benefit in the 
credit computations will be perpetu- 
al and even though the prior year ad- 
justment will exceed the first current 
year saving it may well be that in 
two, three or more years the current 
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tax saving will, in the aggregate, 
more than offset the prior year ad- 
justment. Whether it will or not 
is the gamble. 

One feature of Section 734 does 
not seem to have been fully under- 
stood. The section applies only when 
the taxpayer (or the Commissioner) 
maintains an inconsistent position. In 
many cases it is presently uncertain 
whether Section 734 does or does not 
apply. There is nothing to prevent 
a taxpayer from making a claim for 
proper adjustment, in computing 
the current tax liability, and then 
withdrawing that claim at a later 
date if it should be held that Section 
734 is applicable ; in other words, the 
taxpayer must maintain the incon- 
sistent position and, even though the 
return may have been prepared on 
an inconsistent basis, its inconsistent 
claims can be withdrawn on settle- 
ment. The regulations state that the 
taxpayer must assert and maintain 
an inconsistent position. 

The principal uncertainties involve 
two features, to wit: 


(1) The meaning of the term pre- 
decessor. 


(2) The type of item or transac- 
tion covered by Section 734. 


Section 734 applies when an item 
was erroneously treated in the de- 
termination of the tax liability of 
the taxpayer or a “predecessor.” The 
statute does not define “predeces- 
sor.” The term, as you readily ap- 
preciate, is much broader than the 
term “transferor.” It can include a 
predecessor business or predecessor 
owner of assets and is obviously not 
limited to predecessors or transferors 
in a non-taxable exchange. The regu- 
lations throw no light on the prob- 
lem. 

The second uncertainty arises out 
of the terms of the regulations issued 
under Section 734. The statute re- 
fers only to the treatment of “an 
item ;” the regulations on the other 
hand refer to the treatment of an 
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“item or transaction.” There is a 
world of difference between “item” 
and “transaction.” As an illustra- 
tion, if a taxpayer corporation ac- 
quires property in exchange either 
for cash or its own securities, the 
item which it acquires and with 
which it treated in its tax computa- 
tions is the property acquired, which 
item was not dealt with as such in 
the predecessor owners’ tax compu- 
tations. On the other hand, the 
transaction would cover both items 
involved, to wit, the property re- 
ceived by the taxpayer corporation 
and whatever consideration it paid 
therefor. Thus, under Section 734’s 
possibilities, including any predeces- 
sor and any item or transaction, a 
taxpayer could be held accountable 
for the tax which some other person 
or corporation failed to pay on the 
sale of property to the taxpayer for 
cash. Such a result could not have 
been the intention of Congress—but 
where is the line to be drawn? 


I cannot dispose of these uncer- 
tainties for you. When the Commis- 
sioner of Internal Revenue sidesteps 
them who am I to step in where he 
(I didn’t say angels) fears to tread. All 
I can do here is to call them to your 
attention. Perhaps they will be 
cleared up in the next Revenue Act. 


Abnormalities and the Relief Thereof 


The amendments to the relief sec- 
tions which are retroactive to the be- 
ginning of the first excess profits tax 
year are most important. They rep- 
resent an attempt by Congress to 
normalize the abnormal by provid- 
ing for specific adjustments of the 
abnormal features. 


As we know from our past experi- 
ences, abnormalities may involve one 
or more of three factors, to wit, the 
invested capital or the base period 
income (both of which affect the ex- 
cess profits tax credits) or the cur- 
rent year taxable income. I will dis- 
cuss the three factors in that order. 
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Invested Capital Abnormalities: 


Abnormalities with respect to in- 
vested capital are the most difficult 
to take care of and, so far, the stat- 
ute does not specifically take care of 
them—except to the extent that the 
use of the income credit method re- 
lieves many capital situations that 
would otherwise result in an ab- 
normally high tax. 


Base Period Income: 


Abnormalities in connection with 
the base period income may relate 
to the following: 

(1) Non-existence during all or 

part of the base period. 


(2) Decreased base period income 
resulting from excessive ab- 
normal deductions. 

(3) The non-production of income, 
due to circumstances and 
events. 

(4) The inequity of the straight 
four-year average in the case 
of growing corporations. 


Non-Existence during 
Entire Base Period: 


Relief is allowed to corporations 
which were not in existence during 
the entire base period under two dif- 
ferent methods. The first allows a 
constructive income of 8% on the in- 
vested capital at January 1, 1940 
(which is not new), and the second 
permits a taxpayer to ascertain the 
income that would have been earned 
during the period prior to commence- 
ment of operations on the basis of 
its ability to operate and produce at 
January 1, 1940. That is the Sec. 
722 adjustment which will be dis- 
cussed later. It will be noted in this 
connection that the constructive in- 
come relief is not granted to corpo- 
rations after their organization for 
periods prior to the commencement 
of operations if there should have 
been an inactive gap, but Section 
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722 may provide some relief for such 
cases. 


Decreased Income Resulting from 
Excessive Abnormal Deductions: 


You will recall that in the original 
Excess Profits Tax Law Congress 
made provision for adding back to 
base period net income specified ab- 
normal items such as bond retire- 
ment deductions, casualty losses, etc. 
I shall not discuss them because they 
are not new. What is important is 
that there has been added to the stat- 
ute a provision permitting adjust- 
ment, i.e., non-deduction, for ab- 
normal deductions of any class dur- 
ing any base period year. However, 
certain strings have been tied to the 
taxpayer’s rights in that respect and 
those strings have also been added 
to the adjustments allowed under the 
law prior to amendment, for deduc- 
tions attributable to claims, judg- 
ments, awards, etc., and intangible 
drilling and development costs. As 
to deductions falling in the two 
classes just mentioned and all other 
deductions not falling in one of the 
other classes specifically mentioned 
in Sec. 711, the statute lays down a 
specific formula for determining a 
taxpayer’s rights to make an adjust- 
ment and the amount thereof. 


The first problem to consider in 
connection with excessive deductions 
is whether it was abnormal for a 
taxpayer to sustain any deduction of 
the class involved. If it was not nor- 
mal for the taxpayer to sustain any 
such deduction, then the entire 
amount thereof is regarded as ab- 
normal. While the statute does not 
specify the circumstances under which 
it is abnormal for the taxpayer to 
sustain any such deduction, the Regu- 
lations provide that deductions of 
any class are abnormal only if the tax- 
payer had no such deduction in the 
four previous years. If the taxpayer 
was not in existence for four years 
prior to the particular base year under 
consideration, then the yardstick period 
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consists of such prior years as it was in 
existence and such succeeding years as 
may be necessary to aggregate four 
years in all, taking in only succeed- 
ing years up to the beginning of the 
second excess profits tax year. 

Let me illustrate that with an ex- 
ample. If we are dealing with the 
base period deductions of a calendar 
year taxpayer for the year 1938 and 
that taxpayer was organized Janu- 
ary 1, 1937, it would have had one 
year prior to the year 1938. It would 
have had two years subsequent to 
1938 and prior to the beginning of its 
second excess profits tax year which 
is 1941. In that case, therefore, the 
so-called four previous years would 
consist of only the three years 1937, 
1939 and 1940. If it had been or- 
ganized January 1, 1936, its four 
years would include 1936 as well as 
the other three years. If it had been 
organized January 1, 1935, its four 
years would then consist of the cal- 
endar years 1935, 1936, 1937 and 1939. 

The Regulations stating that be- 
cause a taxpayer sustained a deduc- 
tion of the class involved in any of 
the four previous years (which as 
stated might involve a subsequent 
year in some cases) it is normal 
rather than abnormal for the tax- 
payer to sustain such deductions, is 
seriously open to question in my 
opinion. This would be particularly 
so if there is involved a deduction 
growing out of a single cause but de- 
ductible partly in each of two taxable 
years, such as, for example, a strike 
which started in December and fin- 
ished in January. Such an expense 
is no less abnormal because part of 
it happened to fall in each of two 
taxable years instead of all in one 
taxable year. However, I give you 
what the Regulations provide and we 
must bear in mind that frequently 
Administrative interpretations take 
on the force and effect of law. 


However, even if it is normal for 
the taxpayer to incur deductions of 
any class, an adjustment is permitted 
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if the amount in any particular year 
was abnormal. Prior to the 1941 
amendments, the law referred to and 
allowed an adjustment for deduc- 
tions which were grossly dispropor- 
tionate but that very unsatisfactory 
term has been replaced by a specific 
yardstick. The law now provides 
that if the deduction for any particu- 
lar year exceeds 125% of the average 
deductions of the same class for the 
four previous years, then the excess 
is the amount of the abnormal deduc- 
tion. The term “four previous years” 
may, as I pointed out, include sub- 
sequent years. 

Whether the deduction is wholly 
or partially abnormal, there is a fur- 
ther limitation in that the amount of 
the adjustment cannot exceed the 
difference between the deduction of 
the class involved in the particular 
base year and the current excess pro- 
fits tax year. Let me illustrate that 
with some figures. 

Assume, for example, we are deal- 
ing with the calendar year 1939 in 
which the deductions of Class X 
amounted to $100,000.00, and 125% 


of the previous four-year average de- 


ductions of Class X amounted to 
$60,000.00. We thus have an ab- 


normal deduction in 1939 to the ex- 
tent of the difference of $40,000.00, 
which would be the amount to be 
added back to 1939 net income if the 
deductions of Class X in the year 
1940 did not exceed $60,000.00. If 
for that year they amounted to $75,- 
000.00, then the adjustment for 1939 
would be limited to the difference 
between the 1940 deduction of $75,- 
000.00 and the 1939 deduction of 
$100,000.00 or $25,000.00. In other 
vords, we must leave in the base 
year a deduction that is at least equal 
to the current year deduction. You 
can readily see that the average base 
period income, when these adjust- 
ments are involved, may vary with 
each excess profits tax year, if the 
current year deduction of the class 
involved varies from year to year 
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and that limitation comes into play. 
So much for the figures. There 
are two factual limitations. The first 
is that the taxpayer must show that 
the deduction or the abnormal in- 
creased amount thereof is “not a 
consequence of an increase in the 
gross income or a decrease in some 
other deduction in the base period.” 
I quote those words because they 
are important. You will note, first, 
that the limitations cover the effect 
throughout the base period and not 
merely the taxable year in which the 
deduction is sustained. Thus, for 
example, if a 1938 deduction is ex- 
cessive because it is a consequence 
of a decrease in some 1937 deduction, 
an adjustment is not allowable. 
Similarly, if it results from increased 
income in some other base period 
year, an adjustment is not allowable. 
There is another peculiarity in this 
provision of the statute in that it 
denies the adjustment if the expense 
is a “consequence” of an increase in 
the gross income. Strictly inter- 
preted, that term is very narrow and 
would cover such situations as per- 
centage commissions on sales which 
will necessarily increase as a conse- 
quence of an increase in sales. In 
most situations the expense comes 
first, and we might say that the gross 
income increase is a consequence of 
incurring the expense rather than 
vice versa. So if we take the statu- 
tory language literally, that part of 
it will have limitea application. It 
is quite probable, however, that the 
Treasury will interpret the provision 
broadly and apply the limitation 
even when the increased income is a 
consequence of the deduction, though 
there is no certainty that the courts 
will approve that interpretation. 
The second requirement is that the 
taxpayer must also show that the de- 
duction or the increase therein is not 
a consequence of a change at any 
time in the type, manner of opera- 
tion, size, or condition of the busi- 
ness engaged in by the taxpayer. 
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Note that the taxpayer must show 
that the deduction is not a conse- 
quence of one of the changes in busi- 
ness at any time. The limitation is 
thus not even confined to the base 
years but can include prior or excess 
profits tax years as well, and in that 
connection the Treasury Regulations 
illustrate a non-adjustable item by 
referring to the abnormal expense 
growing out of the adoption of an 
employees’ training program in 1939 
in connection with business expan- 
sion, the income from which, ap- 
parently, could not be realized until 
1940. 

A change in type, manner of opera- 
tion, size or condition of the business, 
if those terms are broadly interpreted 
will eliminate many possibilities and 
come close to confining adjustments 
to what may be Called involuntary 
items — those which the taxpayer 
does not deliberately incur for opera- 
tions purposes. How far we can go 
will be determined by decisions in 
particular cases and the only advice 
one can give now is to claim any 
adjustments that have some reason- 
able basis—and then await develop- 
ments. 

The final feature to cover in this 
discussion of abnormal base period 
deductions is the matter of classifi- 
cation. The statute merely states 
that deductions of any class which 
meet the other tests may be made the 
subject of adjustment, but lays down 
no rule for classification other than 
to state that it shall be in accordance 
with the Rules and Regulations pro- 
mulgated by the Commissioner of 
Internal Revenue. 


The Regulations which have been 
issued under this provision of the 
statute state that the items shall be 
grouped in such classes as are reason- 
able in the light of the type of busi- 
ness, the experience, and the account- 
ing methods of the taxpayer. Obvi- 
ously, the deductions need not be 
classified in accordance with the 
classification of Sec. 23 which allows 
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the several deductions from gross in- 
come. The Regulations further pro- 
vide that whatever classification js 
adopted by the taxpayer must be con- 
sistently followed thereafter. Hence 
the selection of the classification is 
most important, particularly in the 
light of the limitation based on the 
amount of the deduction of the par- 
ticular class in the current excess 
profits tax year. For example, it may 
make no difference in making the 
classification for 1940, whether we 
classify an item as belonging in Class 
A or Class B, if there are no deduc- 
tions of either Class A or B in the 
year 1940. If in 1941, however, we 
should have a deduction in Class B 
and not in Class A, then our selec- 
tion, which will have been made in 
the previous year, may have an im- 
portant bearing on the tax result. 
Naturally, the narrower the classifi- 
cation, the better it will be for the 
taxpayer. Broadening the classifica- 
tion to include items of other types 
might serve to reduce the amount of 
adjustment—it can never result in in- 
creasing it. Just how far one can 
go is presently uncertain. 


Growth Corporations: 


The statute was also amended to 
give recognition to the fact that some 
corporations were growing rapidly 
during the base period so that the 
use of the straight four-year average 
would not fairly reflect the normal 
earning capacity at the beginning of 
the excess profits tax period. To 
meet these situations, the growth 
averaging method was added to the 
law. This permits a taxpayer to use 
as its average annual base period in- 
come the average of the last half plus 
one-half of the excess of the aggre- 
gate income for the last half over the 
first half of the base period, subject 
to the limitation that the annual aver- 
age cannot exceed any one year’s in- 
come. You probably know all about 
that method so I shall not dwell on 
it further except to point out that 
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this growth averaging method is not 
available to corporations which elect 
the benefits of Sec. 742 under which 
they may include in the base period 
computations the net incomes of 
qualified component corporations. 


Non-production of Income during 
Part of the Base Period— 
Section 722: 


Section 722, which is new, will pro- 
vide a field day for the grandstand 
managers or second guessers. Con- 
gress has, in effect, said to taxpayers 
that, if by reason of certain specified 
circumstances or events you did not 
earn during the base period what you 
should have earned, figure out what 
your income should have been and 
use that as the basis for exemption. 
Of course, it isn’t quite as simple as 
that, but in the limited circumstances 
under which the provisions of Sec- 
tion 722 can be invoked, such will be 
the result. Before you start think- 
ing too much about dipping your 
hand into the “Pot of Gold,” let me 
tell you about the tough hurdles you 
must first overcome. 

To begin with, the benefits of this 
new provision cannot be invoked un- 
less a successful claim thereunder 
will reduce the excess profits tax 
otherwise payable by ten percent 
thereof, and let me point out here 
that the tax otherwise payable be- 
fore the application of Section 722 
includes any adjustment, addition or 
reduction under the provisions of 
Section 734 previously discussed. 

You will not know whether or not 
that test can be met until after you 
have established the effect of Sec- 
tion 722, so let us see what that re- 
quires. To obtain the benefits of this 
section, a taxpayer must establish 
one of the five following proposi- 
tions: 

1. That during all or part of the 
base period, normal production, 
output or operation was inter- 
rupted or diminished by the oc- 
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currence of some abnormal 
event or events. Obvious illus- 
trations of such events are 
strikes, floods or fires, although 
it is conceivable that a tax- 
payer may have suffered strikes, 
floods or fires so frequently as 
to have made their occurrence 
normal rather than abnormal. 


2. That the taxpayer was in exist- 
ence during only part of its 
base period. This, of course, is 
a very simple requirement to 
establish if it applies in any par- 
ticular case. 


3. That there was a difference be- 
tween the products or services 
being furnished on January 1, 
1940 and during all or part of 
the base period, or there was a 
difference in the capacity for 
production or operation on Jan- 
uary 1, 1940 and all or part of 
the base period. Note particu- 
larly that that date January 1, 
1940 is fixed, and means only 
that date—not the beginning of 
a fiscal year beginning on or 
after that date. Thus the sta- 
tus of a corporation using a 
fiscal year ended November 
30th is fixed by its capacity for 
production or products on Jan- 
uary 1, 1940—not December 1, 
1940 when its first excess profits 
tax year began. 


4. There was a difference between 
the ratio of non-borrowed capi- 
tal to borrowed capital on Janu- 
ary 1, 1940 and during all or part 
of its base period. That takes 
care of one capital abnormality. 


on 


The taxpayer before January 1, 
1940 acquired a competitor and 
by reason of that acquisition re- 
duced or eliminated competi- 
tion. 


Those tests are not difficult to ap- 
ply to any given case and if one or 
more of the circumstances are ap- 
plicable, the taxpayer should have no 
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difficulty in sustaining the burden of 
proof. I might add in this connec- 
tion that high prices of any agent of 
production, low physical volume of 
sales or low sales prices are specific- 
ally barred by the statute from con- 
stituting abnormal events or occur- 
rences which give rise to the applica- 
tion of Section 722. 

Assuming, therefore, that the tax- 
payer has met the first requirement 
and has shown that one or more of 
the five circumstances described are 
applicable to it, the next step is to 
redetermine the base period income, 
remembering that correction may be 
required for more than one of the 
stated causes. 

Redeterminations fall into two 
classes. First, those arising from 
cause number one, an interruption or 
diminution of production because of 
some abnormal event. In such cases 
the redetermination should add to 
net income the net profits that were 
not earned because of the loss of pro- 
duction. 

The second class takes in all the 
other four situations and, as you can 
appreciate, they all involve cases in 
which the taxpayer’s status at Janu- 
ary 1, 1940 was different, and better 
from a net income-producing point of 
view, than it was during all or part 
of the base period. The redetermina- 
tion then involves establishing what 
the income would have been had the 
taxpayer’s status during all the base 
period been the same as on January 
1, 1940—with respect to the abnormal 
situations mentioned. In cases to 
which these class two corrections 
apply, there is a further limitation 
(not applicable to the abnormal event 
class) to the effect that the average 
annual base period income as rede- 
termined cannot exceed the excess 
profits net income for the last taxable 
year in the base period. If that last 
taxable period covers less than twelve 
months, it is put on such a base by 
dividing the net income by the num- 
ber of months it contains and multi- 
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plying the result by twelve. In other 
words, the best result can only be an 
average equal to the last base year 
income. 

However, in determining what its 
normal base period income should 
have been, the taxpayer must elimi- 
nate from the base period income of 
all years any abnormal gross income 
and adjust, by increasing to normal, 
the amount of any deductions which 
were abnormally small. It is impor- 
tant to note that these abnormal 
income and expense adjustments 
must be made for each base year, 
even though the events or circum- 
stances which give rise to the appli- 
cation of Section 722 affect only one 
base year. To illustrate, if a plant 
was shut down by reason of an 
abnormal strike situation in 1939, 
the abnormal income and expense 
adjustment must be made for the 
vears 1936, 1937 and 1938, as well 
as 1939. 

Furthermore, the limitation on 
average income as redetermined for 
the second class, which I mentioned 
before—the last year’s income—is 
the amount of the income for that 
last period after correction for abnor- 
mal income received or abnormally 
low deductions. 

[ shall not attempt to discuss in 
detail the manner and means _ by 
which taxpayers should determine 
what the income should have been 
or would have been, as that neces- 
sarily depends upon the peculiar 
circumstances of each case. Of 
course, there are some simple situa- 
tions, such as one that recently came 
to my attention, which involved a 
parent holding corporation — that 
liquidated its one wholly owned 
operating subsidiary on January 1, 
1939. For the years 1936, 1937, and 
1938 it had no excess profits tax net 
income, as its only receipts were 
dividends from its operating sub- 
sidiary. Its capacity for operation 
on January 1, 1940 was, naturally, 
quite different from its capacity to 
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operate during 1936, 1937 and 1938. 
Obviously the measure of the in- 
come it would have made during 
those three years is the income its 
operating subsidiary actually earned, 
assuming no other changes in ca- 
pacity, abnormal events, etc. 


The regulations issued by the 
Commissioner with respect to this 
section contain one requirement that 
is of the greatest importance. They 
require that in determining what its 
income should have been during the 
base period, the taxpayer must take 
into consideration general business 
conditions prevailing during the 
years to be adjusted, as well as the 
demand for the products, etc. during 
that period. The regulations illus- 
trate the situation by referring to 
the case of a typewriter manufac- 
turer which converted its plant be- 
fore January 1, 1940 to the manufac- 
ture of rifles and state that, in 
determining what the income would 
have been from the manufacture of 
rifles during such part of the base 
period as it was manufacturing type- 
writers, it must take into account 
the demand for rifles. If it cannot 
show that it could have sold any 
rifles, then its income from the man- 
ufacture of rifles, had it been in that 
business, would have been nil. If 
the plant had been shut down by 
reason of a strike, flood, fire or 
similar occurrence, the taxpayer 
will undoubtedly be required to 
show that it actually lost business 
by reason of the shut-down and was 
not able to complete and fulfill all 
its contracts by production after its 
plant was able to operate again. 
This requirement will present a 
tough hurdle in some cases and may 
eventually involve studies of an in- 
dustry as a whole to show that some 
particular taxpayer could have had 
the increased business, if it had been 
able to produce the goods. 

Carrying on, let us assume now 
that you have met not only the re- 
quirements test, but have also estab- 
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lished that the income would have 
been greater than the amount actu- 
ally earned had it not been for the 
event, occurrence or lack of capacity, 
etc. The next step is to determine 
what the income credit and the ex- 
cess profits tax would have been on 
the basis of that revised income, 
applying the statutory formula in 
the usual way. But, you don’t stop 
there, because after the tax has been 
computed on that basis, there must 
be added to the result 10% of what 
the tax would have been without 
the application of Section 722. Even 
then you are not finished because, 
in any event, the tax under Section 
722 cannot be less than 6% of the 
normal tax net income. 

These limitations can best be 
brought out by an illustration, so 
let us assume that the regular excess 
profits tax computed in the normal 
manner would amount to $100,000. 
After applying the provisions of 
Section 722 and computing the tax 
under the redetermined income 
basis, it develops that it would 
amount to $50,000. To that must be 
added 10% of the tax before consid- 
ering Section 722, which is $10,000, 
being 10% of $100,000, making the 
aggregate $60,000. If in that case the 
normal tax net income amounted to 
$1,250,000, then 6% of that normal 
tax net income would be $75,000, so 
that the taxpayer would have to pay 
$75,000 rather than either the $60,000 
or the $100,000. 

There is one important distinction 
between this relief provision and the 
other relief provisions and that is, 
that the benefit of Section 722 can- 
not be claimed on the tax return 
when it is filed, as in the case of 
the adjustments for abnormal base 
period deductions or abnormal cur- 
rent year income. A claim under 
Section 722 must be filed on Form 
991 within six months after the due 
date of the excess profits tax return. 
That means the due date as extended 
if an extension was granted. How- 
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ever, if a taxpayer fails to make a 
claim within the six months period 
or perhaps paid no excess profits 
tax and therefore was not in a posi- 
tion to make such a claim, and a 
deficiency is later proposed, the tax- 
payer is allowed ninety days after 
the issuance of the preliminary 
notice of deficiency within which to 
file a claim for the benefits of Section 
722. That claim also must be filed 
on Form 991 and, in such circum- 
stances, the relief which the tax- 
payer may obtain is limited to the 
amount of the asserted deficiency. 
In other words, if the claim is not 
made within six months after the 
due date of the return, then Section 
722 can be availed of only to offset 
a later proposed deficiency and can- 
not be made the basis of a refund. 

What constitutes a preliminary 
notice of deficiency is not defined by 
either the statute or regulations, 
though when the times comes for 
the issuance of deficiency notices, 
some particular form may be adopted 
and designated the preliminary 
notice of deficiency. However, in 
the absence of a more specific defini- 
tion or description, the only safe 
procedure is to regard the Revenue 
Agent’s report as the preliminary 
notice and figure the ninety-day 
period as dating from the date of 
the letter transmitting that report. 

This restriction upon the applica- 
tion of Section 722 or the availa- 
bility of its benefits is eased some- 
what after a taxpayer has once been 
granted, in a final determination, 
an adjustment under the Section 722. 
The taxpayer can thereafter use the 
revised base period income in all 
subsequent tax returns. 


Abnormalities in Current Year 
Income—Section 721: 


The fourth type of abnormality 
which the statute endeavors to re- 
lieve involves abnormal current 
year income. This provision, known 
as Section 721, is not new but it 
does have four new features. 
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The law originally covered six 
specified classes of income and per- 
mitted adjustment thereof if it was 
not normal for the taxpayer to de- 
rive any income from the specified 
sources, or if it was normal for the 
taxpayer to derive some income 
from such sources, but the amount 
in the taxable year was grossly dis- 
proportionate to the prior four-year 
average, then the disproportionate 
amount was regarded as abnormal 
and could be made the subject of 
correction and adjustment. The 
rather uncertain term “grossly dis- 
proportionate” has been eliminated 
and a specific yardstick has replaced 
it. It is now provided that the 
amount of the abnormal current 
year income is the excess thereof 
over 125% of the average income 
derived from the same class or 
source during the four previous 
years, or if the taxpayer was not in 
existence for four previous years, as 
many years as it was in existence. 
In this respect, the four-previous- 
year basis differs from the require- 
ment with respect to abnormal base 
period deductions in that the tax- 
payer does not take into considera- 
tion any subsequent years, only pre- 
ceding years, and if there were not 
four, then only as many as there 
were. 


This 125% yardstick is applicable 
to the special classes of income pre- 
viously mentioned in the law, which 
are continued, but in addition to the 
specified classes the taxpayer is also 
permitted to make adjustment for 
gross income of any class, the entire 
amount of which is abnormal or part 
of which is abnormal under the 125% 
rule. Permitting adjustment for any 
class of abnormal income is the sec- 
ond new feature and here, as with 
excessive base period deductions, 
the classification is up to the tax- 
payer, except, of course, that the six 
special classes previously included 
in the statute are continued and con- 
stitute classes by themselves. How- 
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ever, if an item can be included in 
more than one class, it must be in- 
cluded in whichever class the tax- 
payer irrevocably elects. An illus- 
tration of such an item is collection 
of a claim for patent infringement. 
It could be classified as income from 
a claim or from patent development. 
What I had to say about selecting 
the classification with respect to ab- 
normal expense deductions is equally 
applicable with respect to selecting 
the classification for abnormal in- 
come items. The narrower the classi- 
fication the better, and the classifi- 
cation must be selected with an eye 
to the future potentialities, because 
it must be remembered that the ab- 
normal income of the year 1940 be- 
comes part of the normal measure 
for the next four years, etc. 

The third new feature is the re- 
quirement that abnormal gross in- 
come, after the amount thereof has 
been determined, must be reduced 
by direct costs and expenses through 
the expenditure of which the ab- 
normal gross income was derived. 
The result is the net abnormal in- 
come which is the amount which is 
to be reallocated to the appropriate 
years. In situations wherein it is 
normal for the taxpayer to derive 
some income of the class involved, 
but the amount was abnormal be- 
cause it exceeded 125% of the previ- 
ous four-year average, there is de- 
ducted only such ratio of the direct 
costs and expenses as the abnormal 
income of the current year bears to 
the total income derived from the 
particular source during the current 
year. For example, if the abnormal 
income in the claims classification 
amounted to $1,000 in 1940 but the 
prior year average plus 25% amounted 
to $700, leaving only $300 abnor- 
mal in amount, which is the basis for 
adjustment to start with, then only 
300 one-thousandths or 30% of the 
direct costs and expenses of 1940 are 
to be deducted from the abnormal 
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income to determine the net abnor- 
mal income to be reallocated. 


After the net abnormal income 
has been ascertained in the manner 
described, it must then be allocated 
to the applicable years in accordance 
with the Regulations under the rules 
promulgated under the old law, 
which remain unchanged. It follows, of 
course, that even though income from 
some source may be abnormal in a 
particular year, no tax benefit or 
saving can be obtained unless there 
exist circumstances under which 
some portion of the net abnormal 
income can be allocated to another 
year. Abnormal income, developed 
in any particular year wholly out 
of the activities of that year, and 
with respect to which there is no 
basis for allocating any part to a 
prior or succeeding year, remains 
taxable in the current year just as 
though it were not abnormal. 


The fourth feature of Sec. 721 
that has been altered relates to the 
determination of tax in the case of 
income that is allocated to future 
years. Prior to the 1941 amendment, 
there was no limit on the amount 
of tax that could be chargeable on 
income allocated to future years, and 
it was conceivable, and probable in 
view of increased rates, that such 
income might eventually bear a 
greater tax burden than if it had 
not been reallocated to later years. 
Under the amendment, however, the 
tax in the succeeding years cannot 
exceed the tax that would have been 
payable if the entire amount had 
been included in the current year 
and not deferred to later years. All 
that the taxpayer will save, if that 
happens, is what might be regarded 
as the interest the tax money might 
produce during the period of defer- 
ment. 

The method of operation provided 
for this new feature is to require the 
taxpayer to pay each succeeding 
year the additional tax that results 
from including in each such succeed- 
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ing year’s income the deferred in- deferred. After that, the taxpayer 
come applicable thereto, until such is even, and he stops paying addi- 
time as the aggregate taxes in suc-_ tional taxes on the deferred income. 
ceeding years equal what would have However, if the aggregate tax never 
been paid in the year in which the reaches that point, the taxpayer will 
income was derived, had it not been have saved the difference. 


ILLUSTRATION OF COMPUTATION OF NEW CAPITAL LIMITATION 
IN THE CASE OF A CALENDAR YEAR CORPORATION 


Assumed Facts: 
Status at January 1, 1941— 


Pauity Capital paidiniisc cs sc cess o.se ens $4,000,000.00 
Accunittiated Parnings oic6 os.60 oi0:0-0:0.0:0.000 2,000,000.00 
Borrowed Capital (Bonds)............. 5,000,000.00 


Subsequent happenings: 
(1) $3,000,000.00 of Preferred Stock was sold to outsiders for $3,000,000.00 cash. 
(2) $1,000,000.00 of Cash was paid in by another controlled corporation. 
(3) $1,000 000.00 of Property was acquired in a Sec. 112 transaction. 
(4) $2,000,000.00 of Bonds were retired. 
(5) $1,000,000.00 was lost through operations in 1941. 
* * * * * 


Computation of Limitation as at July 1, 1942: 
Equity Invested Capital at July 1, 1942, consisting of Capital paid in 





to that date, plus accumulated earnings at January 1, 1942.......... $10,000.000.00 
BOMOWEU TAONel BE OE JULY 1, IDEZ .... ccccsccccrs.0:0-s 010 04:4 660i 0. 4)s o-slain oeeece __ 3,000,000.00 
PUMBORLEY ote csr horayavacrats ae iora i atarare peace aan abasic oar euler $13,000,000.00 
Less: 
Property acquired in a Sec. 112 transaction............ $ 1,000,000.00 
Capital acquired from another member of a controlled 
MPORMENED osc ates fey one Acai S eek piss 6 4 tae res Alaa hiatal RN Swe oa __1,000,000.00 —_2,000,000.00 
Balance—Adjusted Daily Capital..................00. $11,000,000.00 
Compared with: 
Equity Invested Capital as at January 1, 1941......... $ 6,000,000.00 
Borrowed Capital as at January 1, 1941.............. __5,000,000.00 
CS AR Oe Re Palen Tt eee are $11,000,000.00 
Less: 
Excess of Accumulated Earnings and 
Prenta at Jan. 1; 1981... ccc ccceses $2,000,000.00 
Over the amount as at January 1, 1942... _1,000,000.00 —_1,000,000.00 _ 10,000,000.00 
Terri is a7 ep7 et ee: Ae fe a 7 A ae $ 1,000,000.00 


* * * * * 


Assuming, further, Earnings of $1,000,000.00, and 
Dividend Payment of $500,000.00 during 1942: 


Computation of Limitation as at January 1, 1943: 


Equity Invested Capital as at January 1, 1943..............ceceeeees $10,500,000.00 
BOPrOWed CADIO Ab AE FANUAIY 1, TOFS oo ..csciccaiere nie cee Ge usw seein __ 3,000,000.00 
MPRA cscs cera ie hie Rage SEN SLs eR OEE Uni WE ORE $13,500,000.00 
Less: 
Den ARSINEL (TRO TROBE Cet Norco wy iae'g oie ase) bi Ree Oe ae a eee 2,000,000.00 
Balance—Adjusted Daily Capital: ........0 b.0.600<00080% $11,500,000.00 
Equity and Borrowed Capital as at January 1, 1941, 
BNR erg esis 8a. Aie Cieariie oi toaws poienee neler $11,000,000.00 
Less: 
Excess of Accumulated Earnings and 
‘yells ee tam Pee bee: |. | arr riers $2,000,000.00 
Over the amount as at January 1, 1943.. _2,000,000.00 —0- _ 11,000,000.00 





New Capital Limitation as at January 1, 1943........ _ s. 500,000.00 
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Technical and Business Alternatives in the 


Income Tax Code 
By J. K. Lasser, C.P.A. 


M* approach to this study of in- 
come taxes is from the view- 
point of the technical or business 
alternatives in the statute. Follow- 
ing one course may lead to a highly 
different result than another. In a 
great many cases, ours is the op- 
tion. An impulsive selection may be 
costly. 

If we pick the wrong horse, there 
is often no way to retract. The ad- 
ministration of tax laws must be of 
a character to bind us tightly for 
our errors. Collections of needed 
revenue would be impossible were 
we permitted to change our bets 
after the starting gun. And inci- 
dentally, it is not irreverent to bring 
in race track parlance in discuss- 
ing taxes right after we have gone 
through the October nightmare of 
picking declared valuations by use 
of wish bones and dice. I am sure 
that a decent study of the Belmont 
form sheets would have given better 
results. 

Now of course it is true that 
Congressional championship of one 
horse as against another, simul- 
taneously charges us with knowing 
the periormances of both horses. 
Our decisions, therefore, must be 
made only after convincing demon- 
strations of our reasoning. 

I have classified a dozen of the 
more important of these taxpayers’ 

Total Capital 
Stock, Normal 


With Net Surtax and Taxes Paid by 

Income (after Excess Profits Two Officer- 

Salaries) of Tax Stockholders 
$ 5,000 $ 1,112 $ 3,290 
15,000 6,233 4,270 
20,000 8,793 4,799 
25,000 L353 5,363 
50,000 26,895 7,738 
100,000 59,083 13,108 
150,000 92,285 18,914 
200,000 125,660 25,001 





St. Bernard dogs in the outline be- 
fore you. 


1. Corporation vs. Other Forms 
of Doing Business 

Corporations are now told to en- 
dure five fixed annual taxes — the 
normal, surtax, excess profits, capital 
stock, and declared value profits tax. 
They are also liable to the section 
102 buzzard when they least expect 
it, to payroll taxes on stockholders’ 
compensation and to stamp taxes on 
the transfer of ownership in their 
equities. 

An illustration of the savings pos- 
sible by transfer of the corporation 
assets to partnerships is given in the 
following example: 

Example 

Annual corporation taxes (assum- 
ing that sufficient capital stock taxes 
are paid to eliminate declared value 
excess-profits taxes; that the entire 
net income (before specific exemp- 
tions) is subject to excess profits 
tax, that the net income reflects a 
$10,000.00 salary to each officer 
stockholder each owning 50% of the 
stock; and that 70% of the net in- 
come after all taxes is distributed as 
a dividend) compared to those pay- 
able by two married individuals 
operating as a partnership with no 
dependents and no income other than 
that received from the business. 

Net Savings in 


Taxes Paid by Tax by 


Total 
Two Individuals Operating asa 


Corporate and 


Individual Taxes in Partnership Partnership 
$ 4,402 $ 3,996 $ 406 
10,503 7 332 3,171 
13,592 9,308 4,284 
16,716 11,464 5,292 
34,633 23,924 10,709 
72,191 53,034 19,157 
111,199 85,138 26,061 
150,661 119,178 31,483 


Presented at the November 17, 1941 meeting on Federal Taxation of The New York 


State Society of Certified Public Accountants. 
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The saving is not always secured 
to the partnership. It may well be 
more costly under another statement 
of facts, particularly if there is less 
than 70% in dividends, or if there is 
no problem in the allowance of the 
deduction for officers’ salaries. But 
each case requires only full use of a 
pencil, some paper and the rate 
schedules to find where you stand. 

Add now the burden of the pro- 
posed 100% tax on all profits over 
6% of invested capital or the more 
recent suggestion of a revival of the 
undistributed profits tax or the 
Treasury proposals for a very high 
payroll tax on all, including officer- 
stockholders, and we find a comfort- 
less, melancholy future for corporate 
ownership. 

On the other hand, partnerships 
and proprietorships often have a 
relatively refreshing and inviting 
prospect because of the mathematical 
advantage. 

Certainly, the bait is a bewitching 
inspiration to incite our whole list 
of clients to accept the subsidy. 
Sometimes that is possible, particu- 
larly in corporations with a small 
group of stockholders—in others, 
personal liabilities, infant stock- 
holders and other conditions present 
insurmountable problems. 

Assume now that we have hurdled 
the legal obstacles and like the idea 
of conversion to the favored side, 
what are our tax problems? 

First our assets must be trans- 
ferred to the stockholders. Shall we 
liquidate or are there other methods? 
Perhaps we might find a decided tax 
advantage in a dividend in kind of a 
substantial block of our assets. That 
may depend upon the stockholders’ 
income. 

Or, perhaps we would rather have 
stockholders buy part of the assets 
at their fair value in order to avoid 
any tax to them in setting up the 
partnership, even if that produces a 
gain or loss to the corporation. 

Or, perhaps a rental of assets to 
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a stockholder partnership can be 
proved to have been a proper step. 

Or, possibly we can so arrange our 
stockholdings and business so that 
we can plead that our corporation, 
or at least part of what remains, is 
a personal service company and is 
to be treated like a partnership for 
the excess profits tax. 

All of these have their place in the 
review of each problem. 

But assume now that we find that 
liquidation is the only hope. We 
have got to recognize that the stock- 
holders may have to pay a tax upon 
the receipt of the assets they use to 
form a partnership. Sometimes, that 
is cheap in the light of the benefits. 
The law still permits you to elect a 
complete liquidation so that if stock 
has been owned for more than 18 
months, the gain is long term capital 
gain. And if the stock has been held 
for more than 24 months, the total 
tax paid by stockholders for their 
share of the booty cannot be over 
15% (not 161%4% this year) of the 
gain so realized. If the liquidation 
results in a loss, then it is treated 
as a capital loss. 

Or you may elect a liquidation in 
which all assets are distributed with- 
in three years after the close of the 
year after the formal plan for liqui- 
dation is adopted. And thus, you 
spread the tax over three periods. 
To do that you must be optimistic 
enough to believe that the capital 
gains tax will stay at the present 
bargain rates for the next three 
years. 

There are a lot of other notes to 
make as you study this problem. 
Some of them are so important that 
they may actually encourage liquida- 
tion when the idea never otherwise 
appeals. Others will wreck the best 
kind of mathematics that approve 
the conversion. For instance— 


1. An enormous advantage is of- 
fered in a stepped up basis at 
bargain rates. If stockholders 
take assets at fair market value 
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and pay only 15% to get new 
values, it is obvious that im- 
mediate deductions at much 
higher rates are available. That 
may be particularly helpful if 
inventories have risen. The 
corporation might have to pay 
a 70% tax over cost when they 
are sold, but the stockholder 
gets the right to sell them free 
of tax by paying 15% of fair 
value in liquidation. The same 
step may radically increase de- 
preciation and also the basis of 
capital assets held for disposal. 
3ut of course there may also be 
a step down in a liquidation if 
inventory and other assets are 
worth less than the cost basis 
to the corporation. 


bo 


Partnerships get an advantage 
over corporations in their de- 
duction for contributions and 
in the handling of tax free in- 
terest. The partners can de- 
duct their share of partnership 
contributions at the 15% rule 
while corporations are limited 
to 5%. They can also take 
their share of the tax free in- 
terest as exempt income in- 
stead of as taxable corporate 
distributions. 


3. Partnership long-term capital 
gains are taxed only at 15% 
to 20% while corporations pay 
the full normal and surtax on 
them. On the other hand, 
partnerships get less allowance 
for capital losses. 

4. Partnerships cannot take the 

new amortization deduction. 

For some reason it is confined 

to corporations. 


And if you decide to liquidate— 
when shall you do it? It requires 
a lot of study. Perhaps these notes 
will start you off in your problem. 

1. Do you have a net loss carry 

over? Obviously liquidation 
will eliminate it and that might 
be costly. Shall you wait until 
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you have used up all of the 
carry over? Or will they 
change the law before you get 
any benefit out of the intended 


relief ! 
2. Is this the right year to liqui- 
date from the stockholder’s 


standpoint? Is this or some 
other time the period when he 
may have an offset to the gain 
in liquidation. Or if you wait, 
how can you be sure that the 
present capital gains rates will 
hold for another year? 


We ought not to leave even so 
brief a discussion of this subject 
without the caution that the law in- 
sists that partnerships will be taxed 
as corporations if they have the 
characteristics of corporations. We 
must be ready to prove that our 
partnership structure can be inter- 
rupted by a change in ownership of 
a participating member or by a death 
of a member; that management is 
not centralized into a body similar 
to a Board of Directors; that the 
partners have assumed the burden 
of personal liability. 

But since so many of our corpora- 
tions are conducted exactly like part- 
nerships, rather than visa versa, we 
should have little trouble on that 
score. 

If you do liquidate remember that 
you must file Form 966. 


2. Concentration of Assets in One 
Corporation vs. Division 


If you must continue your cor- 
poration, what about dividing it? 
While it is a fact that the excess 
profits tax law pretty much bars the 
division of companies in order to get 
any material profits tax advantage, 
dismemberment is still a gainful 
occupation in a lot of cases. First, 
the highest bracket rule in the ex- 
cess profits tax does not seem to pre- 
vent each new link in a split-up from 
getting its $5,000.00 exemption. But 
more important, is the fact that nor- 
mal tax rates are materially lower 
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below $25,000.00 than they are above 
that figure. 

We therefore, get a mathematical 
advantage to companies where earn- 
ings are held below the $25,000.00. 


That is impossible under many con- 


ditions, and yet it does often make 
expedient division of companies in 
order to gain the advantage of nor- 
mal tax savings, even though the 
profits tax saving is confined to the 
extra $5,000.00 exemption. 


The following tables illustrate the effect of the division of a corporation 


into smaller units— 


Federal Tax Rates after Division into Several Units 
Assuming no Excess Profits Tax Is Payable 


If the Net Then the Total 
Income Is Taxes* Will Be 
$ 20,000 22.50% 
40,000 30.37 
50,000 30.50 
80,000 30.69 
100,000 30.75 
120,000 30.79 
140,000 30.82 
160,000 30.84 
180,000 30.86 
200,000 30.88 


* Normal and Surtax. 





——— But if We Divide Into —————-_—- 
Corporations Cuinianiiens Pn. a 
Then the Taxes* Would Be 
22.00% 21.00% 21.00% 

22.50 22.00 21.00 
23.00 22.20 21.40 
30.37 22.50 22.00 
30.50 23.00 22.20 
30.58 26.50 22.33 
30.64 29.00 22.43 
30 69 30.37 22.50 
30.72 30.44 22.78 
30.75 30.50 23.00 


Federal Tax Rates after Division into Several Units 
Assuming an Excess Profits Tax 


(The following calculations assume that the excess profits credit is zero, 
the income used is subject to Excess Profits taxes and is stated before the 


$5,000 specific exemption.) 


If Income 
Subject to 
Excess Profits The Total 
Tax Is Taxes* Will Be 
$ 20,000 42.71% 
40,000 49.07 
50,000 52.54 
80,000 56.78 


100,000 57.83 
120,000 58.97 


140,000 59.90 
160,000 60.60 
180,000 61.14 
200,000 61.58 


* Normal, Surtax and Excess Profits Tax. 


How do we get the economy of 
the lower brackets? What whittling 
can be accomplished without tax to 
the corporation or its stockholders, 
or what tax ought the controlling 
groups be anxious to pay in order to 
get a split of activities? Some kinds 
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But if We Divide Into 
4 


Corporations Corporations Corporations 
Then the Total Taxes* Would Be 
35.48% 21.00% 21.00% 
43.67 35.47 21.00 
45.70 39.14 26.79 
50.47 45.12 36.43 
54.22 47.63 40.30 
56.95 49.30 43.19 
58.49 51.16 45.25 
59.37 52.58 47.28 
60.05 54.58 48.86 
60.59 56.32 50.13 


of transfers probably take us out of 
the highest bracket rule and give us 
the full advantage of division—par- 
ticularly, real purchases of a com- 
pany’s assets by the stockholders, 
taxable dividends in kind to stock- 
holders, cash dividends that are used 
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by them to fairly acquire assets then 
conveyed to a new company. 

All of these also give us the normal 
tax advantages of the graduated 
brackets. 

And if the job of division is too 
tough, we have at least learned that 
we want a lot of little companies in 
this era. The big ones are social 
outcasts. 


3. Ownership of One Kind 
of Asset vs. Another 


Most of us have an irrevocable 
choice as to the company we keep 
and the color of the paint upon our 
house. Similarly we may elect to 
keep our assets, sell, or abandon 
them as we choose. And as tax ad- 
visors, we have an obligation to con- 
stantly review the assets of our cli- 
ents so as to politely suggest those 
to be regarded with disfavor and 
those where current laws give op- 
portunities for loss deductions. 

We still have a capital gains tax. 
Current pressure for new taxes could 
easily sweep present arrangements 
out the door. Note this of corpora- 
tions— 


1. Losses on sales of depreciable 
property, whether long or short 
term, are fully deductible for 
all kinds of taxes. 


2. Losses on the sales of capital 
property held for more than 18 
months are still fully deductible 
for the normal and surtax, even 
if they are not considered in 
computing the excess profits 
tax. They may even fully 
eliminate the normal and sur- 
tax liability. Why should we 
hold on to them in the face of 
a possible change in our stat- 
ute? 

And there are other factors that 
should have your consideration as 
you ponder the options as to capital 
assets. Non-dividend paying stocks 
are inadmissible assets. They re- 
duce invested capital and cause no 


1941 


end of headaches to clients. It seems 
unjust, but that is the case. One 
alternative is the disposal of the 
asset. 

My observation is that we are 
particularly overburdened with such 
anchors in inactive or unprofitable 
subsidiary companies. Possibly an- 
other method of relief is a conversion 
of these stocks into bonds. They 
are not inadmissibles. 

What about losses that can come 
with abandonment of property of no 
further use or where income proba- 
bilities are not comparable with the 
deduction that might be had this 
year? The limitations on the sale of 
capital assets have no application to 
these. Abandonment losses are de- 
ductible in full. 

Under the present law, depreciable 
assets used in a business, such as 
machinery, furniture, etc. are not 
“capital assets.” Therefore, it is ad- 
visable to sell the asset at its salvage 
value, rather than claim the loss re- 
sulting from abanddnment. This is 
so since the loss on the sale is de- 
ductible in full. Moreover, you get 
your salvage value and definitely fix 
the time of the loss. 

While talking of abandonments it 
is interesting to note that the courts 
have allowed a ioss for abandonment 
of real estate, where the owner 
proved that he had definitely decided 
to abandon the property and toward 
that end had offered a deed or assign- 
ment of rent to the mortgagee. 

Other cases suggest that this type 
of abandonment loss is limited to 
instances in which there is no per- 
sonal obligation on the mortgage 
bond. A loss for abandonment has 
been permitted when the owner, 
although financially able to do so, 
refused to pay taxes, interest on 
mortgages, or to make necessary 
repairs. Such lusses have been al- 
lowed even prior to actual fore- 
closure. 

In another case, a loss on securi- 
ties resulting from default in paying 
an assessment against stockholders 
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was approved as a full loss rather 
than a limited capital loss. 


While it is a little off the path, let 
me note a couple of other tax saving 
ideas. 

Of course, if you sell land and 

buildings, you know, I hope, that 

it is often most advisable to have 
the sales price split-up between 
the amount paid for the land and 
the amount paid for the building— 
so as to get the greatest economy. 

The land is a capital asset and the 

building may not be a capital asset. 


And then you ought to know that— 


If we own land and a building and 
think we can sell the land only 
after demolishing the building for 
at least the same price as can be 
secured for both, that sometimes 
tax economies may be possible by 
razing the building despite the cost 
of clearing the land. Sale of land 
gives a capital gain or loss—while 
sale of a builditig used in a trade or 
business secures an ordinary gain 
or loss, taxable or deductible in 
full. Demolishing the building will 
give you a loss (depreciated cost) 
upon its abandonment and sale of 
the cleared land will give you a 
capital gain or loss subject to the 
limitations. Which way you oper- 
ate will depend upon the result of 
the calculations. But if you raze 
the building prior to the sale, the 
cost of the building is not included 
in your basis, since it is not a part 
of the property sold. 


And one last word about disposal 
of business assets— 


A trade-in of property used in a 
business when repurchasing new 
property of a similar character 
does not give us gain or loss. If 
the trade-in allowance is actually 
less than the depreciated cost of an 
old truck, then in order to obtain 
a deduction or loss that would be 
recognized, we can, in two sepa- 
rate and distinct transactions, sell 
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the old truck for cash and then 
purchase the new truck. 


4. One Kind of Financing as 
Against Another—Particularly 
Interest vs. Dividends 


The discrimination in our tax stat- 
utes against financing by stock has 
received considerable public notice 
lately in the suggestion that the SEC 
would like to find some way to avoid 
top heavy debt structures before we 
get into the post war era. Perhaps 
we shall get a change out of Con- 
gress, but as we now stand, interest 
is deductible and dividends can oniy 
be met if there are net profits after 
taxes. 

Today’s tax rates accentuate the 
need to convert a great deal of our 
stock into issues that will permit 
deductible interest payments. 

Of course, that can be done with- 
out tax to the holders when their 
basis is as great or greater than the 
proposed face amount of the obliga- 
tions to be issued to them or by tax 
free reorganizations and recapitaliza- 
tions. Where these steps are not 
possible, you again get out your 
pencil, paper and the rate tables to 
find whether it will be to your ad- 
vantage to convert in order to obtain 
the corporate deduction, when capi- 
tal gains may be taxed at only 15%. 


For example: 

If your stockholder paid $800.00 
for his stock held over 2 years, 
and you want to deliver a $1,000 
bond to him in a conversion, his 
tax will be $30 at capital gain 
rates. Your interest of say, $50 
will be fully deductible to your 
corporation and the stockholder 
is fairly sure to recoup his tax 
outlay in one year. But if a 
corporation is paying 50% in 
taxes, its annual payment of $50 
might only be $25 because of the 
$25 tax, and the stockholder 
may be out of pocket in a couple 
of years. 
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of interest. The effective rate of in- 
terest under current tax laws when 
there is an excess profits tax is il- 
lustrated by the following tables 


On the corporation’s side it is im- 
portant to note that we have been 
given a new advantage in our study 
of conversions by the reduced cost 





Net Cost of Borrowing Money if a Corporation is Subject 
to Excess Profits Taxes 


If a Company Uses the “Invested Capital Credit” 
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If Rates 
of Interest 
Paid on 
—— ——————Actual Rate of Interest on the Following Excess Profits Tax Brackets 
Are 35% 40% 45% 50% 55% 60% 
1% — .39675 %* — .552%* — .70725 %* — .8625 %* —1.01775 %* —1.173 %* 
14%  — .112125%* — .276%* — .439875%* — .60375%* — .767625%* — .9315%* 
2 % 1725 % 0 — 1725 %* — 345 %* — 5175 %* — 69 %* 
2470 .457125% 276% .094875%  — .08625%* — .267375%* — .4485%* 
3% 74175 % 552% .36225 % 1725 % — .01725 %* — .207 %* 
34% 1.026375% 828% .629625% -43125% 232875 7% 0345 7% 
4 % 1.311 NG 1.104% 897 9% 69 9% 483 9% 276 % 
41% 1.595625% 1.38 % 1.164375% .94875% 7331259 5175% 
5 9% 1.88025 % 1.656% 1.43175 % 1.2075 % 98325 % 759 Yo 
54% 2.164875 % 1.932% 1.699125% 1.46625 % 1.233375 % 1.0005% 
6 % 2.4495 % 2.208% 1.9665 % 1.723 9% 1.4835 9% 1.242 % 
If a Company Uses the “Income Credit” 

1 % 4485 % 414% 3795 % 345 % 3105 % 276 % 
14% .67275 % .621% .56925 % 5175 % 46575 % 414 % 
2 % 897 % 828% 159 9% 69 % 621 % 552 Yo 
214% 1.12125 % 1.035% .94875 % 8625 % 77625 % 69 % 
3 % 1.3455 % 1.242% 1.1385 % 1.035 9315 % 828 % 
34% 1.56975 % 1.449% 1.32825 % 1.2075 % 1.08675 % .966 % 
4 % 1.794 % 1.656% 1518 % 1.38 % 1.242 % 1.104 % 
4% 2.01825 % 1.863% 1.70775 % 1.5525 % 1.39725 % 1.242 % 
5 % 2.2425 % 2.07 % 1.8975 % 1.725 % 1.5525 % 1.38 9% 
544% 2.46675 % 2.277% 2.08725 % 1.8975 % 1.70775 % 1.518 % 
6 % 2.691 % 2.484% 2.277 9% 2.07 % 1.863 9% 1.656 % 


Asterisks denote tax saved is 


All of these examples assume that 
a company is also subject to the 
24% Normal Tax and 6% and 7% 
Surtax, and that it has a total in- 


vested capital of $5,000,000 or less. 


Of course, conversions may reduce 
equity invested capital and these 
tables only show the true cost of 
interest. You need your pencil and 
paper again. 

And note, too, that something is 
said in the regulations about our 
inability to borrow money merely 
to increase borrowed capital, but I 
remember nothing that says that we 
may not borrow when we actually 
decrease invested capital or seek to 
get the interest deduction. 


Study of the advantages of con- 
versions into interest bearing obliga- 
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in excess of the interest cost. 


tions is highly essential in light of 
the proposal of the Secretary of the 
Treasury that all profits in excess 
of 6% of invested capital be re- 
captured. If we have to pay every- 
thing in taxes, how are a lot of 
companies going to pay dividends, 
particularly if they have existing ob- 
ligations or redemptions. But if they 
have debts to old stockholders, there 
is more hope for some annual return. 

We sometimes meet the objection 
that a fixed obligation for interest 
is inadvisable. It would be too bur- 
densome in hard times. Sometimes 
we can still get our deduction by 
converting stock issues into deben- 
tures in which the interest varies 
with the income or is contingent 
upon other factors that might avoid 
a default in difficult times. 
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5. Purchase of More Happily Cir- 
cumstanced Companies vs. 
Ventures in New Companies 


One of the most difficult alterna- 
tives in the tax laws is that available 
to purchasers of entire companies. 
We have lived long in an accounting 
atmosphere which advises the pur- 
chase of assets in a company rather 
than its stock, simply because we 
have feared the assumption of un- 
recorded debt. And yet, present tax 
laws suggest that there is often far 
more to be gained by acquiring stock. 

Naturally, when we buy stock, the 
basis for depreciating the corporate 
assets does not change. Sometimes 
that is much better than the basis 
obtainable by purchasing the indi- 
vidual assets. 

Then we may like the company’s 
net operating loss carry-over a great 
deal, particularly if we own a profit- 
able business that can be merged 
into it. 

Or if the company has large obli- 
gations which the corporation acquires 
at a discount, we are still entitled to 
use them at their full basis for bor- 
rowed capital and deductible inter- 
est, regardless of the price we paid 
for them. In many cases we can 
contribute them to increase invested 
capital. 

Sometimes, too, we get very sub- 
stantial advantages in computing 
the income credit for the profits tax 
by following the statute’s process 
for use of predecessors’ earnings in 
the base period. 

The moral, then, is that we must 
look way beyond the audit of assets 
and liabilities to get the full advan- 
tage of the law. 


6. Use of Proper Fiscal Year vs. 
Calendar Year for Reporting 
At this stage, let me steal Jack 
Seidman’s eloquent plea for a “Nat- 
ural Tax Year.” Our calendar year 
and natural business year reporting 
have gotten us into all sorts of tax 
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problems that could have been read- 
ily avoided by recognition of the 
practical fact that our new tax laws 
are always passed long after most of 
our companies have started their new 
year. I do not need to recite here 
the advantages to those companies 
whose fiscal years ended after Aug- 
ust 1941. As an example, read the 
provisions involving new capital in 
the September profits tax amend- 
ments. In the interest of lower taxes 
for our clients, we probably ought to 
urge the change of fiscal years to an 
October basis—keeping our trained 
eye on the annualizing process in 
the excess profits tax law. Certain- 
ly reporting for late fiscal years 
would also give us a tremendous ad- 
vantage with capital stock taxes 
since we would place valuations 
when we had a much better knowl- 
edge of earnings. 

Fiscal years ought to be set, too, 
with due recognition of the pugna- 
ciousness of section 102. We some- 
times can do much to avoid its 
surliness, if our balance sheet is at 
a date which shows our greatest 
possible investment in working assets 
other than cash and the fullest ex- 
tent of the loans necessary to finance 
a business. 

And while on the subject of fiscal 
years—note this: One of the unusual 
opportunities present in the change 
from the corporate to the partnership 
form is the right to choose a new 
fiscal year. Apparently new partner- 
ships can create any year they choose. 

As an example, we seem to be able 
to postpone into succeeding stock- 
holders’ reporting periods 11/12ths 
of any income produced in the first 
year of conversion from a corpora- 
tion to a partnership. The same 
would be true of any new partner- 
ship. Unlike corporations, partner- 
ships also get the advantage of being 
able to set up a new fiscal year with 
the admission of new partners. 

All these are effective methods of 
deferring income into later years for 
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the partners or splitting income in 
years of large earnings in the case 
of companies whose income is large 
one year and small in another. They 
do that, of course, in the hope that 
the process will not catch up with 
them and result in higher taxes at 
the end of the line. 


7. Old Inventory Method vs. 
Last-in, First-out 

Here now is the first year since 
the “Last-in—First-out” rule was 
issued that prices of practically all 
clients inventories are materially up. 
Shall we use the new device in 1941 
closings? Under it, you know, our 
closing inventories, now held and 
which were also in the opening pic- 
ture, can be priced at the opening 
inventories average cost of the ma- 
terials. All sales in 1941 are costed 
at the highest possible figure. And 
the Treasury has brought to our 
attention the fact that we may use 
this method for any part of the in- 
ventory—any part of the raw stock, 
work in process or finished stock. 
We hear much of its value as an aid 
to eliminating inventory inflation in 
rising markets and the advantages 
of its use to cushion against severe 
losses in post war declines. Since 
current sales are priced at current 
purchases, it is argued that in a pe- 
riod of this kind, it permits fair re- 
flection of profits when they are 
really earned. We hold the opening 
inventory at the same value despite 
price fluctuations and vary it only 
with a physical change. Therefore, 
it is suggested we more properly 
state the effectiveness of business by 
removing all fluctuations due to the 
market conditions. And incidentally, 
we pay the lowest possible tax on 
sales of inventoried goods. 

Of course we will hear a lot of 
other arguments about the need for 
better devices when prices drop. 

At any rate, we have an unusual 
situation that should be carefully 
studied this year, particularly if we 
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can get our clients to regard the 
Savings as a reserve against the 
blow in a later year. 


8. Ordinary Compensation Plans 
vs. Deferred Payment Arrange- 
ments 


Turn now to the very important 
question of how to postpone com- 
pensation to the mutual tax advan- 
tage of both employer and employee 
in this era of extremely high per- 
sonal taxes. A deferment is often 
an opportunity to hold a man on 
his job despite other offers that se- 
cure immediate pay at high tax 
rates. 

Of course, all plans to defer com- 
pensations (other than the creation 
of an actuarially sound pension trust 
advocated so much in the literature 
of insurance companies) carry this 
insistence—any amount paid or set 
aside for an employee or officer, 
plus his regular salary must not ex- 
ceed a “reasonable compensation” or 
else we cannot get a deduction in 
corporate returns. What is “reason- 
able?” It still seems to be the sum 
you would have to pay to replace 
the employee, bearing in mind his 
experience, education, intelligence 
and many other personal attributes. 

What plans can you consider? 
Here are a couple that seem to be 
approved by the cases— 


1. If you are sure that increased 
earnings or inflation are coming, 
give officers or employees op- 
tions to buy your stock at pres- 
ent values. If they later exer- 
cise the option (when the stock 
is worth more) the appreciated 
values may not be income. I 
say “may not’ advisedly because 
the Board last month ruled that 
the difference between the op- 
tion price and the market price 
at the time the option was exer- 
cised, was compensation; this 
even though the stock acquired 
was not resold. 
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2. Set aside a specific sum payable 
to a group of officers and em- 
ployees in a specific number of 
years provided they perform 
some definite act under their 
control—for instance, stay as an 
active employee with your busi- 
ness until the end of a five year 
period. Such sums cannot ever 
be returnable to the company. 
If one officer or employee hap- 
pens not to complete his agree- 
ment, his share might go to the 
others. Under these plans, you 
seem to get the corporate de- 
duction when you create a trust 
setting the money apart and the 
employee pays his tax in the 
year when he gets his money. 
Of course, the contingency de- 
scribed by the contract must be 
real. 

Create real pension trusts (not 
necessarily on an actuarial basis) 
by setting aside a sum this year 
and putting up any other money 
when you choose to do it. Under 
these the employee takes down 
his share at a given age if he 
has lived up to his part of the 
contract. If he has not, the fund 
is split among the others, but it 
is never returnable to the com- 
pany. The employee pays his 
tax when he gets his funds. 
Thus, if the trust provided for 
deferred annual payments, each 
annual installment will be taxed 
in the vear of receipt. It ought 
not to be necessary to add that 
these plans should not be de- 
signed to save taxes for a couple 
of stockholders who are insiders. 
That device probably will not 
work. 


es) 


9. Elections in Deductions for 
Interest vs. Ordinary Rules 
First, if we report on a cash basis, 
it is pretty definite now that we are 
not entitled to deductions for inter- 
est unless payment is actually made. 
And yet, the rule makes for positive 
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tax control. A payment in the form 
of a promissory note is not sufficient 
to permit the deduction. Nor will the 
mere increasing of the loan or note 
by the amount of interest owed, as 
is usually done in the case of insur- 
ance loans or brokerage accounts, 
insure the deduction. If you need it, 
you must pay for it even if you elect 
to borrow the necessary funds. The 
rule may be irritating, but it also 
has its cheerful side in the option 
secured for those choosing to pre- 
pay or defer payment. 

We get the same type of cheer 
in the control of interest income 
and deductions between debtors and 
creditors because the payment can 
readily be regulated by agreement. 
Whether payments are against either 
principal or interest can be indicated 
at will, in order to obtain the greatest 
benefit. Where no agreement is 
made, a payment is first used to 
liquidate interest owed. To illus- 
trate: If you receive a partial pay- 
ment on an interest bearing debt, 
and the payer does not need a de- 
duction for interest paid, you may 
elect between you that the partial 
payment is to be applied only to 
principal. In this way, you will 
avoid a tax on interest income. 

Or we can control interest in- 
come or deductions when we buy 
and sell by adjusting our price 
to obtain the greatest tax benefits. 
When deferred or installment pay- 
ments are involved, it may be highly 
advantageous to increase the selling 
price rather than receive yearly in- 
terest. Although the buyer would 
lose a deduction, the seller, if selling 
at a loss, would reduce the loss but 
would not have subsequent inter- 
est income when rates might be 
higher. Or if a capital asset is sold 
at a profit, the recognizable gain 
might be reduced by the rates appli- 
cable to long-term holdings. When 
the item sold is depreciable prop- 
erty, there is an additional control 


possibility. A flat price of $12,000.00 
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for the asset would enable a pur- 
chaser to take, say, $1,200.00 a year 
for 10 years as depreciation. A price 
of $10,000.00 payable in 4 equal in- 
stallments with $500.00 per year in- 
terest would give the purchaser a 
$1,500.00 deduction for the first 4 
years, and $1,000.00 for the next 6 


years. 


10. Other Problems in the Law 
and Cases vs. Accounting 
Assumptions of Income or 
Expense Prepayments, Ad- 
vance Deposits and Rentals 


My last note in this summary of 
alternatives suggests that we have a 
broad job to watch tax trends that 
take us far from accounting con- 
cepts of income. 

For example, we must attempt to 
understand the economies incident 
to the rules that unrestricted ad- 
vance payments, deposits, and rentals 
are income even though you report 
on the accrual basis and may require 
expenses before we, as accountants, 
would term them real income. A 
recent case involving a prepayment 
on a contract for advertising found 
the Board calling it income in spite 
of the fact that services had to be 
rendered and expenses paid to earn 
the money in later years. If appli- 
cation of the principle to other un- 
restricted prepayments is not far off, 
then we seem to have a new way 
to get income into the year of our 
own choosing. Certainly we would 
look for income in years of increas- 
ing rates or in loss years, for their 
judicious inclusion will take income 


Here, incidentally, is another ar- 
gument for the natural tax year. If 
we were certain rates were up for 
the next period, we might scout the 
bushes for advance income, even if 
we had to pay a liberal cash discount 
to get it. 

Another opportunity is in claims 
that income from recoveries of the 
items deducted in a loss year are not 
now taxable. Several recent cases 
strengthen this position that such 
recoveries reduce the amount of the 
original loss and are not income if 
no tax benefit was derived. For ex- 
ample, where a corporation deducted 
a capital loss, leaving a net loss 
for the year, a partial recovery of 
the capital loss in a later year was 
held not taxable where it was less 
than the reported loss when deducted. 
Again, where an officer cancelled 
an unpaid salary deducted in a loss 
year, there was no income; taxes 
deducted in a loss year were held 
not to be income when cancelled or 
recovered later. The exclusion from 
income of these items has been per- 
mitted by the Board against the ef- 
forts of the Treasury to disallow 
them. We seem to have reasonable 
authority to label all of these ad- 
justments of prior years’ deductions 
as non-taxable. 


1, eke 


This, then, is a summary of alter- 
natives and possibilities in the Code 
and decisions. They apply today. 
Tomorrow they may be no more, 
and all our tax intelligence repealed. 
So it goes in taxes. I hope, however, 
that the material we have covered 
will effectively see us through at 


from otherwise higher taxed years. least 1941. 
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Some Questions and Answers on 


Federal Taxation 


By Tue CoMMITTEE ON FEDERAL TAXATION 
NEw YorK STATE SOCIETY OF CERTIFIED PuBLIc ACCOUNTANTS 


Some of the many interesting questions presented by members in connection 
with the meeting on Federal Income Taxation which was held at the Waldor{- 


Astoria Hotel on November 17, 1941 are considered to be of sufficient general 
importance to warrant their reproduction for the benefit of all the members. 


These answers must be regarded as an expression of personal opinions by 


members of the Committee on Federal Taxation, and are not to be construed as 
representing an official opinion on the part of the Society as a whole. 


Question: A corporation was in- 
solvent at the beginning and end of 
its taxable year (1939-1940). During 
the taxable year it purchased a small 
lot of its second mortgage bonds at 
a discount. It credited the discount 
to its very large deficit account 
which still showed a large deficit 
balance. Regulations 103 on Section 
22-(B)(9) states that income from 
discharge of indebtedness shall not 
result in taxable income. The cor- 
poration failed to attach to the tax 
return form 982 as required (See 
Sec. 19.22 (B)(9) -2- page 53 of 
Regulations 103). The Internal Rev- 
enue agent now proposes to assess 
the tax on the discount because 
form 982 was not attached to the 
return at the time of filing. We have 
agreed to file the form 982 now. It 
was refused as not being timely. 
Must the corporation be penalized 
merely for not attaching form 982 
to the return? 


Answer: The question illustrates 
the need for conformity with the 
regulations in seeking relief from 
taxation on an item representing in- 
come taxed under a general rule. 
Applicability of section 22(b) (9) re- 
quires filing by the taxpayer of a 
return “in such manner as the Com- 
missioner prescribes by regulation.” 
The regulations require filing of a 
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consent with the tax return. Since 
this was not done, relief under the 
section appears unavailable. 

However there appears to be rea- 
sonable doubt in this case of classifi- 
cation of the transaction as income 
at all. The Board of Tax Appeals 
has ruled that income from cancella- 
tion of indebtedness cannot exceed 
the amount of solvency after the 
cancellation. Since this taxpayer is 
stated to be insolvent after the trans- 
action no income was received, and 
no tax due since the Congress can 
tax only income, under the income 
tax statutes. 

Question: In 1932 the underlying 
collateral on a bank note had been 
sold by the bank resulting in a loss 
to the taxpayer of over $1,000,000. 
After applying the proceeds from the 
sale of this collateral, which con- 
sisted entirely of securities, a bal- 
ance of approximately $50,000 was 
still owing to the bank. 

During the year 1941 the balance 
due the bank was finally settled for 
a cash payment to the bank of 
$40,000, resulting in $10,000 income 
from the discharge of this indebted- 
ness. 

The taxpayer feels that since he 
has suffered such a tremendous loss 
from the forced sale of the collateral 
at the depressed prices in 1932, he 
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should not have to pay any tax on 
the $10,000 income resulting from 
the cancellation of the indebtedness. 
No taxable benefit resulted in 1932 
on the $10,000 now cancelled as the 
loss resulting from the forced sale 
of securities was far in excess of 
taxable income during that year. 

Considering the fact that the tax- 
payer has an earned surplus (deficit) 
account of approximately $1,000,000, 
it may be possible that this $10,000 
can be eliminated from taxable in- 
come in the year 1941 under Code 
Section 22 (B)(9). 

Is this item tax exempt under 22 
(B)(9) or has the Commissioner any 
further discretionary powers to con- 
sider this a tax exempt item in view 
of the tremendous loss incurred in 
the sale of the underlying securities 
supporting this bank note payable? 


Answer: The 1932 loss is not 
pertinent to the 1941 tax situation. 
Nor is there any way by which the 
Commissioner can give considera- 
tion to the 1932 situation now. 

If there was an enforceable obliga- 
tion of $50,000 in 1941 section 22 
(b)(9) may be applicable since a 
note in existence on June 1, 1939 
is a security as defined in that sec- 
tion. It will be necessary to estab- 
lish to the satisfaction of the Com- 
missioner that an unsound financial 
condition existed prior to the can- 
cellation. The amount of deficit is 
not significant if assets exceed lia- 
bilities. However section 22 (b)(9) 
does not require that liabilities ex- 
ceed the fair market value of assets, 
or that the taxpayer be unable to 
meet current obligations as_ they 
mature. If the bank agreed to the 
partial cancellation because of doubt 
as to ability to collect, the section 
would appear to be applicable. 
Since the law requires satisfaction 
of the Commissioner, facts should be 
presented to him, and if relief is 
denied the transaction examined in 
the light of the reasons given for 
the denial. 
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Question: A taxpayer who con- 
ducted a business as an individual 
until in 1940 was required by credi- 
tors to incorporate, so that they 
could hold the stock as security until 
debts were paid. In 1941 another 
agreement was reached permitting 
return to business operations as an 
individual. Can the existence of the 
corporation be ignored and_ indi- 
vidual returns filed for all periods 
as if the corporation had never 
existed ? 


Answer: A corporation is legally 
distinct from its stockholders, and 
in the absence of fraud its separate 
transactions will not be ignored for 
tax purposes. 

If the corporate form is availed for 
purposes of evading taxes, or as a 
sham and a_ subterfuge, there is 
abundant authority for ignoring it, 
or at least for assessment of the tax 
in the amount which would be due if 
no corporation existed. However, if 
the existence of a corporation results 
in an increase of tax, there is no 
basis by which the payment of cor- 
porate taxes, filing of returns, etc. 
may be avoided. Liability for corpo- 
rate taxes and returns was part of 
the cost of the settlement reached 
with creditors. 


Question: On February 1, 1940 A 
purchased all the merchandise and 
accounts receivable of the D Corpo- 
ration at a receiver’s sale for $8,500.00 
cash. At that time the court’s ap- 
praiser valued the merchandise at 
$3,000.00 and no value was set for 
the accounts receivable which aggre- 
gated $10,500.00 of actual customers 
balances for merchandise sold prior 
to the receivership. A received a bill 
of sale for the items and he then 
formed the A corporation and trans- 
ferred these assets to said new corpo- 
ration for 100 shares of no par stock 
at a stated value of $25 per share or 
a total of $2,500.00. The accountant 
who opened the books of. the corpo- 
ration conformed to the minutes 
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which directed that $3,000 for mer- 
chandise and $10,500.00 for accounts 
receivable be set up as assets and 
$2,500.00 be set as capital and 
$11,000.00 as donated surplus. At 
the end of the first taxable year, 
December 31, 1940, $4,500.00 of the 
customers accounts were fully col- 
lected. A total of $2,000.00 was 
deemed bad and uncollectible after 
the company was unsuccessful in 
legal proceedings in trying to collect 
same. The corporation kept its re- 
cords on the accrual basis and the 
said $2,000.00 was charged off 
against donated surplus. 


Question (1) What amount if any 
should have been reported as taxable 
income for year 1940 received by 
either A or the A Corporation? 

(2) Suppose the balance of $4000. 
of accounts were collected during 
1941 what amount would then be re- 
ported as income for that year? 

(3) Would the result be any 
different if the Corporation was ona 
cash basis rather than on the accrual 
basis? 

Answer: (1) Mr. A. acquired 
$10,500.00 worth of accounts receiv- 
able for a cost of only $5,500.00. 
Where accounts receivable are pur- 
chased for less than face value, profit 
is realized on collections made to the 
extent of that part of each payment 
equal to the ratio between the total 
discount value and the face value of 
the accounts acquired. Thus who- 
ever is liable for the tax would have 

ed viele 5,000 
to ordinarily report as income 70.500 
or about 47.6% of the $4,500.00 col- 
lected or $2,142.00. However, here it 
is obvious that $2,000.00 worth of ac- 
counts were really valueless and 
therefore Mr. A. purchased the ac- 
counts at a discount of $3,000.00 and 
not $5,000.00 and the income report- 


able would be 2" or about 35.3% 
10,500 


or $1,588.00. The income would have 
to be reported by the Corporation 
and not Mr. A (See Secs. 111(b) 5 
and 113(a) 8 of I.R.C.) 
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(2) The balance of the $3,000.00 
discount or $1,412.00 would have to 
be reported as income by the corpo- 
ration for 1941. 

(3) No difference here whether 
corporation on cash or accrual basis. 


Question: If a holder of common 
stock receives rights to subscribe 
to preferred stock convertible into 
common stock, does the receipt of 
the rights constitute taxable in- 
come? If so, when? 

Answer: In a decision handed 
down by the Supreme Court (Palmer 
v. Commissioner, 302 U. S. 63 revers- 
ing this issue 88 F. (2d) 559), it was 
held that rights given to stock- 
holders to subscribe to stock of 
another corporation, did not consti- 
tute taxable income. In the Palmer 
case the court stated that the issu- 
ance of rights to a stockholder to 
subscribe to stock and the receipt 
of such rights by a stockholder could 
not result in a dividend, but that 
taxable income might result if such 
rights were sold. The court stated 
that if the corporation had made a 
distribution it could not be held to 
have been made until the stock- 
holder exercised the rights. 

The Treasury has been taxing the 
recipients of such rights. The Treas- 
ury’s position seems to have been 
inconsistent in these cases in view 
of the Treasury ruling (G.C.M. 
13275; C.B. XIII-2, p. 121) that 
rights given to a stockholder to sub- 
scribe to bonds convertible into 
stock did not constitute taxable in- 
come at the time of receipt. 

In a recent decision, the Board 
( Gibson, 44 B.T.A. No. 146) held such 
rights taxable. Six members dis- 
sented. The arguments on both sides 
are given in the majority and minor- 
ity opinions. 

Code Section 115(f) provides that 
a dividend in stock or rights which 
constitutes income under the Six- 
teenth Amendment shall be treated 
as a dividend. The law does not pro- 
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vide a rule for determining under 
what circumstances the stock or 
rights constitute taxable income. 
The decisions are to the effect that 
if a dividend in stock gives a stock- 
holder an interest different from that 
which he had previous to the divi- 
dend, such dividend will be taxable. 
It may be inferred that if any rights 
can constitute taxable income, they 
would have to give a right to sub- 
scribe to stock which would be in- 
come if issued as a dividend. Until 
the matter is more definitely settled, 
the stockholder would be justified in 
excluding a value for the rights re- 
ceived, but making a disclosure in 
the return. This would avoid any 
suggestion of negligence on the part 
of the taxpayer in the event it should 
be held that such rights are taxable 
under the law. 


Question: A received a gift of 
stock in January 1941 which was 
worth $100,000 at that time. The 
donor purchased this stock in 1930 
for $100,000. A sold the stock in 
November 1941 for $80,000. This is 
less than a year since A acquired it 
but more than 10 years since the 
donor purchased it. Is the loss short 
term or long term? 


Answer: It is apparent from the 
question that A has a loss from sale 
of the stock whether the basis ap- 
plicable is the cost to the donor or 
fair market value in January 1941, 
the date of the gift. Sec. 113(a)(2), 
I.R.C., provides that where property 
was acquired by gift after December 
31, 1920 the basis in the hands of 
the donee for the purpose of deter- 
mining loss shall be the basis in the 
hands of the donor (if the donor did 
not also acquire it by gift) or the 
fair market value of the property at 
the date of the gift, whichever is 
lower. 

If the basis to be used is the basis 
to the donor the period for which A 
has held the stock is to include the 
period for which the stock was held 
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by the donor. See Sec. 117(h) (2), 
I.R.C. In this case the loss would 
be a long term capital loss because 
the donor acquired the stock in 
1930. 

If the basis to be used is the fair 
market value at the date of the gift 
it is held in I.T. 3453, 1941 I.R.B. No. 
9, page 6, that the donee will be con- 
sidered as having held the property 
only from the date of the gift. In 
this case the loss would be a short 
term capital loss because the sale 
was made within 18 months after 
the date of the gift. 

The primary basis for property ac- 
quired by gift is its basis to the 
donor. The use of market value at 
date of gift as a basis for determin- 
ing loss is made an exception to the 
primary rule. The phrase “which- 
ever is lower” does not apply here 
because neither basis is lower. It 
seems reasonable to assume that 
since the primary basis is the cost to 
the donor, the donor’s basis would 
apply unless the market value at 
date of gift were lower. 


It will be noted the wording of 
this Sec. 113(a) (2) differs from that 
of Sec. 113(a)(14). The latter sec- 
tion provides that the March 1, 1913 
value is to be used for determining 
gain if the basis otherwise deter- 
mined is less than the March 1, 1913 
value. Under this provision if the 
cost and March 1, 1913 value were 
identical, it would be the cost which 
would be used, since it is not less 
than the March 1, 1913 value. If 
similar wording had been used in Sec. 
113(a)(2), it could have been made 
clear that the donor’s basis should 
be used for determining loss except 
where the market value at date of 
gift was less. The fact that a differ- 
ent wording was used raises the 
question of whether the same conclu- 
sion would apply. Perhaps the an- 
swer is to be found in the fact that 
there would usually be enough mar- 
gin in determining value at date of 
gift so that it could be determined as 
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either slightly more or slightly less 
than the donor's basis, and so the 
question of legal interpretation in 
a case where the two bases were 
identical would be avoided. The tax- 
payer presumably would wish to 
choose either the long term or short 
term loss basis whichever would be 
more beneficial whereas the Treas- 
ury might naturally be inclined to 
take the opposite position. 
Question: A Corporation secured 
a refund during the current year of 
real estate taxes paid during the past 
ten years and allowed as deductions 
on Iederal income tax returns. How 
should the amount of the refund be 
reported for income tax purposes? 


Answer: When real estate taxes 
have been paid for a number of years 
and allowed as deductions in com- 
puting taxable income for the years 
in which they were paid or accrued, 
the treatment of refunds received in 
a subsequent year after successful 
litigation depends upon whether the 
years in which the deductions were 
taken are still open for assessment of 
additional income tax. As to any 
years for which assessment is not 
barred by any law or rule of law, 
such as the statute of limitations, the 
tax liability should be adjusted by 
correcting the deductions previously 
taken. The refunds received which 
are attributable to years for which 
assessment is barred should be in- 
cluded in taxable income in the year 
received, or in the year in which the 
right to the refunds becomes final, 
depending upon whether income is 
reported on the cash receipts or the 
accrual method. This rule, allowing 
open years to be adjusted, was fol- 
lowed in the recent Board of Tax 
Appeals case, The E. B. Elliott Co., 
45 B.T.A. No. 16. 

There are, however, many ques- 
tions as to the nature of the proceed- 
ings and decision leading to a re- 
fund and as to possible differences 
of thought by the Bureau, the Board 
of Tax Appeals and the courts in 
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different cases, so it is not possible to 
rely on every case falling under this 
rule. 

Question: A foreign corporation 
doing business in the United States 
took out insurance in London 
against the collection by the United 
States of unjust enrichment taxes. 
In 1941 it paid $100,000 of such taxes 
and was reimbursed by the under- 
writers. Should the corporation in- 
clude the reimbursement in gross 
income? 


Answer: It is questionable whether 
this reimbursement is includible in 
the gross income of any corpora- 
tion for Federal income tax pur- 
poses. The general provisions of 
Sec. 22, I.R.C., do not mention in- 
surance reimbursements for losses or 
expenses. There are specific provi- 
sions excluding from gross income, 
under Sec. 22(b) (1), I.R.C., amounts 
received under a life insurance con- 
tract and, under Sec. 22(b)(5) 
I.R.C., amounts received through 
accident or health insurance. These 
items would probably not be con- 
sidered income under the Supreme 
Court definition in Eisner v. Ma- 
comber, 252 U. S. 189, viz., “ ‘Income 
may be defined as the gain derived 
from capital, from labor, or from 
both combined,’ provided it be 
understood to include profit gained 
through a sale or conversion of capi- 
tal assets.” 

The reimbursement in this case 
can not be classified as a gain, be- 
cause it was received in recompense 
for a tax payment which must be 
classed as an expense even though 
not allowed as a deduction. 

The rules which apply to a situa- 
tion where reimbursement offsets a 
deductible loss or expense do not 
seem to apply here. For example, 
Sec. 23(f), I.R.C., allows to a corpo- 
ration a deduction for losses sus- 
tained and not compensated for by 
insurance. There is a clear implica- 
tion that the insurance proceeds are 
not to be included in gross income 
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but are to be applied in reduction of 
the deductible loss. However, if the 
insurance proceeds exceed the basis 
of the property there is gain from 
conversion of the asset, which must 
be included in gross income. Another 
example is the situation which re- 
sults from the payment of deducti- 
ble taxes by another. Thus, when a 
tenant pays the landlord’s realty tax 
the item is includible in gross income 
of the landlord as additional rent, but 
it would be offset by a deduction for 
real estate taxes paid. These rules, 
however, apply to reimbursements 
for deductible losses or expenses. 
Such rules cannot be applied to a 
reimbursement for unjust enrich- 
ment taxes which are considered 
non-deductible. 

There is also question whether 
this item would in any case be in- 
cludible in gross income of a foreign 
corporation. It is provided in Sec. 
231(c), I.R.C., that the gross in- 
come of a foreign corporation in- 
cludes only gross income from 
sources within the United States. 
None of the provisions of Sec. 119, 
ILR.C., regarding income from 
sources within the United States is 
directly applicable to this item. A 
general rule was stated in O.D. 651, 
3 C.B. 265, that the source of income 
means the place of origin. Under 
this rule the source of interest pay- 
ments has been held to be the place 
where the debtor resides. If this is 
the principle to be applied the source 
of this reimbursement would be 
London, the place where the insur- 
ance company is located. The item 
would not, therefore, constitute in- 
come from a source within the 
United States and would not be in- 
cludible in the gross income of a 
foreign corporation. 


There seems to be enough doubt 
regarding the proper treatment of 
this item for the corporation to pro- 
tect itself by attaching to its return 
a statement describing the nature of 
the reimbursement and disclosing 
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the fact that it has not been included 
in its gross income. 
Norte: 

Another member of the commit- 
tee, to whom this question was re- 
ferred, was of the opinion that, had 
the taxpayer been a domestic corpo- 
ration, the refund would have been 
includible in gross income in the 
year when the liability for tax was 
finally determined and liability for 
reimbursement accepted by the 
underwriter. 


Question: Section 117(c) of the 
Internal Revenue Code provides an 
alternative method of calculating in- 
come taxes on individuals with net 
long term capital gains or losses. 

Has this provision been changed 
by the Revenue Act of 1941? 

Answer: The alternative computa- 
tion in terms is continued by the 
1941 Act but the 10% defense tax 
has been repealed and because of 
that the effective rates of 22% and 
1614% applicable to capital gains 
and losses have been restored to the 
original rates of 20% and 15%. 

However, since the alternative 
method comes into play when the 
tax rate on ordinary income reaches 
30%, which is around $12,000., the 
sharp increase of surtax rates means 
that taxpavers will reach that point 
sooner. 


Question: A taxpayer using the 
last-in, first-out inventory method 
has the same quantity of a class of 
items on hand at the end of the tax- 
able year as it had at the beginning. 
At an interim date during the year 
it had no items of this class on hand. 
How should the inventorv at the end 
of the year be computed? 


Answer: Under Sec. 22(d), I.R.C., 
and the provisions of Regulations 
103, Sec. 19.22(d)-1 and 2, where the 
taxpayer has elected to use the last- 
in, first-out inventory method for a 
particular class of items the taxpayer 
is permitted to treat goods of that 
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class remaining on hand at the close 
of the taxable year as being, “first, 
those included in the opening inven- 
tory of the taxable year (in the order 
of acquisition) to the extent thereof, 
and second, those acquired in the 
taxable year.” Consequently, in the 
computation of the inventory at the 
end of the year the goods of this 
class would be included at the same 
amount as the inventory at the 
beginning of the year. The fact that 
there were no goods of this particu- 
lar class on hand at an interim date 
during the taxable year would have 
no effect on the computation. 


Question: Is a contractor who re- 
ports upon the cash receipts and dis- 
bursements basis, required to report 
income from long-term contracts on 
the basis of percentage of completion 
or on the completed contract basis? 


Answer: The contractor is not re- 
quired to report such income on 
either the percentage of completion 
basis or the completed contract 
basis, but is permitted to report such 
income on the cash receipts and dis- 
bursements basis. The Bureau has 
so ruled ina recent G.C.M. (G.C.M. 
22682). 


Question: The recipient of an- 
nuity payments must report up to 
3% of the undiminished original cost 
of the annuity. Does it matter that 
such annuity is acquired under a 
single contract combining both an- 
nuity and life insurance features? 


Answer: Yes, it does matter. Tax- 
payers are now discovering that un- 
der such contracts they have neither 
insurance nor annuities, within the 
meaning of the tax laws. 

In the Le Gierse case the Supreme 
Court denied the $40,000 estate tax 
exemption accorded insurance pay- 
able to named beneficiaries, saying 
that the concurrent annuity arrange- 
ment cancelled out the risk element 
and destroyed the life insurance 
feature. 

In the Reynolds case, the Board held 
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that such a contract was for insur- 
ance and annuities in form only and 
was nothing more than a contract 
with an insurance company calling 
for an investment and an assured 
return. 

Insurance companies have been 
requested to show the entire annuity 
payment under such contracts in 
their income information returns, 
Form 1099, 

So, although there is no ruling or 
reported instance, there is now the 
possibility that the entire annuity 
payment will be taxed, not merely 
up to 3% of cost. 


Question: In the absence of spe- 
cific provision, the allowable depre- 
ciation on trust property is appor- 
tionable between the income bene- 
ficiary and the trustee, on the basis 
of the trust income allocable to each. 
The Board also has held that where 
depreciable property produces no 
net income, the income beneficiary 
is entitled to the entire depreciation 
deduction. 

Who is entitled to the deduction 
in the following circumstances? A 
New York trust consisting of a real 
estate mortgage only, by foreclo- 
sure possesses itself of the underly- 
ing property. The trustee under a 
discretion sanctioned by the Courts, 
withheld the entire current net rental 
income, pending the sale of the prop- 
erty. 

Answer: There are no rulings or 
reported cases on this point but the 
department’s practice has been to 
treat the withheld rental income as 
income allocable to the trustee and 
to grant him the deduction. 

However, much can be said for 
the view that under these circum- 
stances there is no allocable trust in- 
come and that therefore, following 
the Board’s decision, the income 
beneficiary may take the deprecia- 
tion deduction. 

The trustee’s discretion is not to 
withhold the net rents as income but 
merely to reserve it against future 
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Some Questions and Answers cn Federal Taxation 


operating deficits or to place the 
withheld amounts with the proceeds 
of sale, to be apportioned ultimately 
between the income beneficiary and 
corpus, under the formula govern- 
ing what is known as “salvage opera- 
tions.” 

On trustee’s books, the amount re- 
served may be said to be a charge 
against current income, leaving no 
current amount for the income bene- 
ficiary. Depreciation is apportion- 
able according to allocable trust in- 
come as distinguished from taxable 
income. Since under the tax laws, 
such a reserve is not a recognizable 
deduction, the trustee will be taxed 
on the amount withheld—but never- 
theless the income beneficiary is en- 
titled to the depreciation deduction. 


Question: Company A owns all of 
the stock of Company B, for which it 
paid $1,000 cash in 1935. Company 
B’s balance sheet at December 31, 
1940 is as follows: 


Assets 
RU Ahhh ea iy ela $500 
Liabilities 
Due to Company A $10,000 
Capital stock ..... 1,000 
SME xiatesatins 10,500 500 





On January 1, 1941 A sold the 
stock of B to the manager of B for 
$500 cash. On the same day it en- 
tered into a contract with B to the 
effect that the $10,000 debt would be 
liquidated by payment by B to A of 
10% of the net profit of B for each of 
the five years ended December 31, 
1945. These payments are to com- 
pletely liquidate the debt, regardless 
of whether they total more or less 
than $10,000. 

1. What is the tax effect to A, and 
in what year? 

2. How should B treat the annual 
payments for tax purposes? 

3. If after five years B has paid 
only $9,000, is the remaining credit 
of $1,000 taxable income to B? 


1941 


4. If after five years B has paid 
$12,000, is the $2,000 a deductible 


loss? 


Answer: It is presumed that the 
advances to Company B were not 
meant to be additions to capital. 
Company A could have collected the 
$500 cash—and emerged with a bad 
debt loss of $9,500 and worthless 
stock of $1,000, deductible as a long 
term capital loss in 1941 (unless 
facts indicate worthlessness in a 
prior year)— 

But the willingness of the manager 
to pay $500 for stock without equity 
and probably to make additional in- 
vestment to carry on business re- 
flects a judgment that there was 
potential worth in the stock. 

The arrangement for paying the 
debt out of profits was presumably 
made in good faith by a creditor 
anxious to salvage as much as possi- 
ble. So even should nothing be col- 
lected under this plan, it cannot be 
asserted that worthlessness should 
have been ascertained in 1941. 

In view of all this— 

1. A would have a capital loss of 
$500 resulting from sale of stock in 
194i. 

2. Payments by B up to $10,000 
would simply reduce its debt. 

3. If, after five years, only $9,000 
has been paid, B would have tax- 
able income of $1,000 (this presumes 
profits of $90,000, making it sol- 
vent). 

4. Payment of $2,000 in excess of 
debt would be deductible, it result- 
ing from a business transaction. 


Question: Is the declared value 
excess profits tax for the year ended 
June 30, 1941 deductible in comput- 
ing excess profits tax for the year 
1941, on the accrual basis? 


Answer: The Internal Revenue 
Code prior to amendment by the 
Revenue Act of 1941 specifically pro- 
vided for deduction of the declared 
value excess profits tax. The 1941 
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Act amended section 23(c) and 
omitted the reference to the declared 
value excess profits tax. However, 
the Commissioner of Internal Rev- 
enue has stated that this tax is still 
a proper deduction in computing 
normal tax net income, surtax net 
income and excess profits net in- 
come. 


Question: Assume a corporation 
has an operating loss for the year 
1940 of $50,000. This is based on 
ordinary operations with no capital 
losses deducted and no exempt in- 
come. For the year 1941 this cor- 
poration has a net taxable income 
(before operating loss carryover) of 
$100,000, which includes a deduction 
of a long-term capital loss of $25,000. 

What amount is this corporation 
permitted to deduct from its 1941 
net taxable income as an operating 
loss carryover from the vear 1940? 

Answer: $25,000. 


Question: Assume that a corpora- 
tion has a net loss for excess profits 
tax purposes of $50,000 for the year 
1940 as shown on line 20 of form 
1121. This loss arises entirely out 
of ordinary operations and does not 
include any operating loss carryover 
from 1939 nor is there any capital 
loss included therein. The excess 
profits credit shown on line 22 is 
$75,000. 

To what amount is this company 
entitled as an unused excess profits 
credit carryover to be used in the 
calendar year 1941? 

Answer: $75,000. 


Question: Corporation A owns all 
of the stock of corporation B. Each cor- 
poration, in separate returns, showed 
an excess profits credit in 1940 in 
excess of the 1940 excess profits net 
income. B is merged into A on 
December 31, 1940. What is the ex- 
cess profits carryover of A for 1941? 

Answer: B’s carryover from 1940 
will not be available to A in 1941; 
A’s carryover in that year will be 
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that shown on its own separate 1940 
return. 


Question: A taxpayer’s operations 
for 1940 resulted in net operating 
loss of $100,000. Its unused excess 
profits credit for 1940 on the most 
favorable basis, was also $100,000. 

May it avail itself of both the 
operating loss and the unused credit 
in its 1941 return? 

Answer: Yes. 

The 1940 operating loss carryover 
will appear as a deduction in com- 
puting excess profits net income for 
1941—and the unused 1940 credit 
will be added to its 1941 credit. 


Question: In computing the excess 
profits credit carryover, is the speci- 
fic exemption of $5,000 included? 

Answer: No. 

The carryover is limited to the 
amount by which the higher of the 
two possible credits exceeds excess 
profits net income, as computed 
under the 1941 Act. 

The specific exemption of $5,000 
is plainly not part of that credit, as 
defined by law. It is merely a sup- 
plementary annual credit given to all 
companies, and where not currently 
availed of, it disappears. 


Question: Corporation A (a mer- 
cantile corporation) owned all the 
outstanding stock of corporation B. 
During 1934 the net assets of corpo- 
ration B were distributed to corpora- 
tion A in complete liquidation. The 
basis of the stock of corporation B in 
the hands of corporation A _ was 
$200,000, and the fair market value 
of the net assets of corporation B at 
the date of liquidation was $150,000. 
Corporation A had no other capital 
gains or losses during 1934; there- 
fore, it was limited to a capital loss 
deduction of only $2,000 on account 
of the liquidation of corporation B. 
In computing the accumulated earn- 
ings and profits of corporation A, 
what amount should be deducted on 
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Some Questions and Answers on Federal Taxation 


account of the loss resulting from 
the liquidation? 


Answer: Section 115(1) of the In- 
ternal Revenue Code states in effect 
that only the gain or loss recognized 
in computing net income should be 
used in computing earnings and 
profits of the corporation. In the 
question submitted the loss was 
$50,000, which would be recognized 
under the provisions of Section 112. 
Therefore, the full amount of 
$50,000 should be deducted in com- 
puting the accumulated earnings and 
profits of corporation A. The fact 
that the deduction was limited to 
$2,000 has no effect on the amount 
recognized in this case. 


Question: Where relief for excess 
profits tax purposes is based on in- 
creased productive capacity at 1940, 
and where in one of the base period 
years the taxpayer operated at a loss, 
must that loss be increased in the 
redetermination of base period in- 
come on the principle that if there 
were greater capacity, the loss 
would have been greater. 

Answer: There are at least three 
points involved in this question: 

1. The application of relief provi- 
sions should not have the effect of 
increasing the tax, but if there are 
several factors in the recomputation, 
some being favorable and others be- 
ing unfavorable, the unfavorable 
factors cannot be ignored. 

2. In the redetermination of the 
average base period income under 
the relief provision, one loss year is 
ignored in the same manner as in a 
normal case. 

3. A mere increase in capacity 
does not necessarily provide a basis 
for relief. All the facts in the parti- 
cular case would need to be con- 
sidered. 


Question: In 1935, a company de- 
ducted $400,000 on account of an ad- 
verse judgment and related legal ex- 
penses. In 1936, it deducted $150,000 
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more for legal expenses in the same 
matter. This suit was the first in the 


.company’s history. 


In computing base period income, 
how much of the $150,000 deducted 
in 1936 should be excluded? 


Answer: Base period income may 
be adjusted for deductions relating 
to a judgment, whether abnormal in 
character or only abnormal in 
amount. 

If abnormal in character, the en- 
tire amount goes out. 

If abnormal in amount—only the 
excess over 125% of a normal, 
amount, fixed by law at 125% of the 
preceding four years average. 

Under the facts, both the 1935 and 
1936 payments were abnormal—and 
the entire 1936 deduction of $150,000 
should be excludible. 

The department will no doubt try 
to hold the exclusion down to $25,- 
000—for under the regulations, the 
mere presence of the deduction of 
$400,000 in 1935, arbitrarily makes 
items of this character normal to this 
taxpayer. The average for four 
previous years becoming $100,000, 
the retained deduction will be $125,- 
000, leaving only $25,000 to be ex- 
cluded. 

But the fact remains that both the 
1935 and 1936 items arose from the 
company’s one and only suit, which 
was clearly foreign to the com- 
pany’s experience. Despite the regu- 
lations, the taxpayer should assert 
that the 1936 item was abnormal by 
class and is wholly excludible from 
base period deductions. 


Question: A corporation organ- 
ized before 1936 reported on the 
basis of a June 30 fiscal year. On 
December 1, 1939 it was succeeded 
by another corporation, in a tax free 
reorganization; the successor corpo- 
ration also adopting a June 30 year. 
The predecessor corporation there- 
fore filed an income tax return for 
the period July 1, 1939 to November 
30, 1939 and the successor corpora- 
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tion filed a return for the period 
December 1, 1939 to June 30, 1940. 

(1) What is the base period for 
the successor corporation? 

(2) If the continuing corporation 
adopted a calendar year, and there- 
fore filed a return for the month of 
December 1939, what is the base 
period? 


Answer: (1) The first excess pro- 
fits tax year is that beginning July 1, 
1940. The base period is the 48 
months from July 1, 1936 to June 30, 
1940, and the average base period 
net income is 12/48th of the income 
for that period. The corporation may 
elect to include the experience of the 
predecessor in that period, or to con- 
struct an income for the missing 
months. 


(2) The base period would then 
be the calendar years 1936-1939 in- 
clusive. There would be zero income in 
the 1936 year, since the predecessor 
had no year which began after 1935 
and ending in 1936. Thus the aver- 
age would consist of three full years 
income divided by four. 


Question: If in 1942 additional in- 
come taxes are assessed and paid for 
1939, does this deficiency reduce in- 
vested capital for 1941? 


Answer: Income and excess pro- 
fits tax for a preceding year must be 
eliminated from opening surplus of 
a taxable year—even though paid 
from earnings of the taxable year. 

The regulations however do not 
refer to additional assessments for 
earlier years and say nothing about 
retroactive adjustment and recom- 
putation of invested capital on that 
account—as did regulations 45 under 
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the old law. Yet it seems safe to 
prophesy that sooner or later the 
department will revive this old rule, 
certainly against taxpayers on the 
accrual basis. 

In a case involving the amount of 
surplus available for dividends, a 
court held that a 1919 surplus should 
not be reduced by an additional as- 
sessment for 1918 made in 1920. So 
if the taxpayer is so minded, he 
can find ground in the case of 
Duffin vs. Lucas, for resisting any at- 
tempt to enforce retroactive adjust- 
ments. 


Question: In 1917 a corporation 
acquired assets in exchange for its 
stock. In 1940 it properly includes 
these assets in invested capital at 
their fair market value in 1917. How- 
ever in 1917 some of the individuals 
who received the stock did not pay 
income taxes on the gain realized by 
them. 

Does section 734 require the cor- 
poration to pay the outlawed 1917 
tax deficiencies of the individuals, 
who incidently may not be stock- 
holders any more. 


If yes, what of 1941, 1942, 1943, 


etc.? 


Answer: The regulations classify 
the individual stockholders as pre- 
decessors. If the corporation main- 
tains its inconsistent position, its 
excess profits tax for 1940 will be in- 
creased by the amount of the pre- 
decessors’ unpaid taxes, with in- 
terest. 

Under the regulations, an adjust- 
men made in the 1940 tax computa- 
tion will not be repeated in subse- 
quent years. 
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Significant 1941 Changes in New York State 


Tax Laws, Regulations and Rulings 


By Istpor Sack, C.P.A. 


Corporate franchise taxes 

Real estate corporations — Chapter* 
528 amends Section 182 of Article 9 
dealing with the tax on real estate 
corporations. The definition of a 
real estate corporation which for- 
merly included only those engaged 
“wholly” in the purchase and sale 
of real estate or in the business of 
subleasing real property held under 
a 20 year leasehold is now amended 
to permit the holding of purchase 
money obligations received on the 
sale of such real estate or leasehold 
and secured thereby. 

The phraseology of the law leaves 
unsolved the question of whether 
the purchase money obligations re- 
ferred to must be those received by 
the corporation on the sale of its own 
property or whether it may include 
purchase money obligations acquired 
from others. 

This section also provides that a 
corporation does not lose its status 
as a real estate corporation if during 
the year not more than 10% of its 
average gross assets consisted of 
stocks and bonds and other securi- 
ties, 

In this section the law states that 
assets shall be taken at “full value.” 
Just what this term means is any- 
body’s guess. 

Investment trusts — Chapter 338 
deals with investment trusts. It 
amends Section 214(b) to include 
real property together with securi- 
ties in determining the allocation 
ratio, which heretofore was deter- 
— only on the basis of securities 
eld. 


It also amends Section 208, subdi- 
vision 4, which defines an investment 
trust as one whose business consists 
principally of holding and investing 
securities but excludes among other 
tests a corporation which has less 
than 85% of its average gross assets 
invested in securities or has more 
than 20% invested in the securities 
of any one corporation, by providing 
that in “determining the value of 
gross assets under this paragraph 
‘full value’ shall be used in the case 
of real property and ‘cost’ in the 
case of other assets.” 

This may give a clue to the mean- 
ing of the words “full value” as 
used here and in the amendment to 
Section 182 previously referred to by 
indicating that “full value” does not 
mean cost, probably meaning market 
value. 

Emergency tax on public utilities— 
Chapter 137 amended Section 186-a, 
which imposes an emergency tax on 
utility service at the rate of 2% on 
gross income, to include as a utility 
any person who furnishes gas, elec- 
tric, telephone or other utility serv- 
ice regardless of whether that is the 
main business of the taxpayer or 
whether use is made of public 
streets. 

The amendment sets at rest the 
controversy as to whether com- 
panies sub-metering electricity and 
steam are subject to the tax, and 
overcomes the effect of the adverse 
decision} under the law as if previ- 
ously read. 

The amendment is made retroac- 
tive to 1937 thus apparently nullify- 
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* All chapter references are to the laws of 1941. 


+ 339 Central Park West, Inc. v. Graves, 260 App. Div., 265, Aff’d. 284 N. Y. 
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ing the victory of those that chal- 
lenged the earlier law and won. This 
illustrates the futility of challenging 
the state law and basing claims on 
its imperfections or ambiguity. 


Business corporations — emergency 
tax rate continued? — Chapter 135 
amends Section 214 of Article 9-A 
and extends the increase in the fran- 
chise tax rate of 444% to 6% to fran- 
chise tax years beginning November 
1, 1942. 


This Section was subsequently 
amended by Chapter 520, which pro- 
vides that this section “is hereby 
amended to read as follows” and in 
this latter amendment the provision 
extending the increased rate to 1942 
was not included and as it reads the 
increased rate expires November 1, 
1941, 

Because of the way laws are 
passed in Albany this same thing 
occurs every year; one section is 
amended by two different bills, each 
amendment having a different pur- 
pose in mind and both amendments 
are passed and the question natur- 
ally occurs—does the statute last 
enacted prevail or are both amend- 
ments to be given effect. 

It would seem that when the stat- 
ute says, as it does, that Section 214 
“is amended to read as follows” that 
that becomes the way the section 
reads. 

However the Tax Commission has 
taken the position that where one 
section is amended by two laws, 
passed at the same session of the 
legislature, both amendments are in 
effect, and that the last enactment 
does not in effect supersede and 
nullify the changes introduced in the 
law passed earlier in the session. 

This is a sound administrative 
rule but naturally raises the ques- 
tion as to the validity of this con- 
struction, and a taxpayer affected 
may reasonably assert that the last 
expression of the legislature should 
prevail. 
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As to the tax rate, that is repeated 
in another section, 215, which was 
amended by Chapter 135 to conform 
to the change then made in Section 
214 and continues the 6% tax for 
1942. Section 215 has not been 
changed by any later amendment. 


Business corporations disallowed 
capital loss—Chapter 522 amends Sec- 
tion 209 of Article 9-A. This is the 
section which provides that the net 
income is presumably the same as 
the net income which the corpora- 
tion is required to report to the 
United States. 

The 1941 amendment eliminated a 
provision introduced in 1940, which 
said that the entire net income was 
presumably the same as the income 
which the corporation is required 
to report to the United States “and 
minus losses from the sale of capi- 
tal assets not allowed as deductions 
in computing the entire net income 
which such corporation is required 
to report to the United States” 

This had reference obviously to 
the net capital losses of corporations 
which have been disallowed in vari- 
ous ways under the internal revenue 
act since 1936. 

These quoted words, introduced 
in 1940, are eliminated in 1941 and 
this raises an interesting question 
of construction. Prior to the amend- 
ment of 1940 the Commission al- 
lowed such losses as deductions from 
corporate income without any statu- 
tory provision. Does the elimina- 
tion of the statutory provision in- 
dicate that the legislature thought 
that the provision was unnecessary 
or that the legislature wanted to 
disallow such losses to the same 
extent as they are disallowed fed- 
erally? 


Personal Income Tax Law 


Foreclosure of real property—Chap- 
ter 922 changes all the rules with 
respect to the income tax conse- 
quences incident to the foreclosure 
of real property, the sale of real prop- 
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Significant 1941 Changes in New York State Tax Laws, Regulations and Rulings 


erty acquired at foreclosure and all 
related matters. 

Prior to these amendments the 
foreclosure of a real estate mortgage 
gave rise to a deductible bad debt to 
the mortgagee and possibly a capital 
loss to the mortgagor. It was also pos- 
sible in some cases for a mortgagee to 
wind up with a bad debt deduction and 
a capital gain from the foreclosure, 
and by a Supreme Court decision 
under the federal law*, which will 
probably apply locally as well, the 
mortgagee might be taxed on the ac- 
crued unpaid interest on the mort- 
gage if he uses the accrued interest 
in the bid price for the property. 

This confusion and inconsistency 
is done away with now. The fore- 
closure of a mortgage is not a closed 
transaction to the mortgagee. The prop- 
erty takes the place of the debt and no 
gain or loss results until the property 
is disposed of. It makes no difference 
whether the mortgagee acquires the 
property on foreclosure or by convey- 
ance to him of the property in whole or 
partial satisfaction of the debt. He will 
realize no taxable gain or loss until 
he disposes of the property acquired, 
and when the property is finally sold 
the gain or loss is capital. 


Redemption of Stock—Chapter 410 
amends Section 350, Subdivision 
15(c) of the Personal Income Tax 
Law. 

This section defines the words 
“sale or exchange,” whereas it previ- 
ously included as a sale or exchange 
the retirement of shares of stock 
without qualification it now includes 
the retirement of shares of stock 
qualified by the following words: 
“other than the redemption, cancel- 
lation or distribution of its stock by 
a corporation in such a manner as to 
make the same in whole or in part 
essentially equivalent to the distri- 
bution of a taxable dividend.” 





It is obvious that the legislature 
intended to incorporate in the state 
law a provision similar to that con- 
tained in Section 115-(g) of the In- 
ternal Revenue Code. 

The federal provision definitely 
states that such redemptions shall be 
treated as a taxable dividend. The 
state merely says that such redemp- 
tions shall not be a sale or exchange. 

Whether a mere change in defini- 
tion is as effective to accomplish this 
purpose, as a definite taxing provi- 
sion would be, is something for quib- 
blers to decide. 

The comparable federal section 
has had an interesting history under 
the federal law. The decisions are 
confusing and not in agreement, and 
the circuit courts are in conflict.7 
It is to be regretted that in following 
a federal provision the state did not 
see fit to draft it in such a way as to 
resolve the doubts raised by conflict- 
ing federal decisions. Among the 
doubts that are left open is what to 
do with the basis of the securities 
redeemed if the redemption is wholly 
taxable as a dividend. 

Section 350, Subdivision 15, was 
later amended by Chapter 922 which 
was designed to change the law with 
respect to loss or gain in connection 
with real estate foreclosures, and in 
its latest enactment the amendment 
introduced by Chapter 410 is omitted. 

Quite likely the Commission will 
rule that all amendments are in har- 
mony, but a taxpayer who may be 
adversely affected by this provision 
certainly has a good argument to the 
contrary. 


Pension trusts for employees—Chap- 
ter 67 amends Section 360 of the 
Personal Income Tax law and 
the corresponding provisions of Ar- 
ticle 9-B and 9-C dealing with state 
and national banks, to provide that 
where a taxpayer maintains a pen- 


* Helvering v. Midland Mutual Life Insurance Co., 300 U. S. 216. 


¢ See William A. Patty v. Helvering, C.C.A. 2, 98 F. (2d) 717. For discussion of the 
purpose of this section see Hyman v. Commissioner, 71 F. (2d) 342; cert. denied 293 U. S. 
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sion trust for his employees he may 
deduct, in addition to the annual con- 
tribution which is allowable as an 
ordinary business expense, an amount 
transferred to the trust beyond the 
annual requirement, but such amount 
must be spread over 10 consecutive 
years beginning with the year in 
which the payment is made. This 
is done occasionally I learn in order 
to make good actuarial deficiencies 
in the trust due to credits for services 
prior to the establishment of the pen- 
sion plan. 

The state provision now corre- 
sponds to Section 23 (p) (1) of the 
Internal Revenue Code. 


Emergency tax not renewed —A 
welcome change in the law is due 
to the failure to pass a law. A failure 
not accidental but deliberate. 

Section 351-(f) of the Personal In- 
come Tax Law imposing an emer- 
gency tax of 1% expires by its terms 
in 1940 and was not renewed, so the 
tax will not apply for incomes of 1941. 


Adminstrative Changes 


Appraisal of stock not required— 
Chapter 28 repeals Section 193, 
which provided for the appraisal of 
the value of stock by holding corpo- 
rations, transportation and trans- 
mission corporations and agricul- 
tural cooperative organizations. The 
requirement for appraisal was mean- 
ingless, and the repeal is in the in- 
terest of sound tax administration. 


Extension of time for filing returns— 
Chapter 28 also gives the Commis- 
sion power to extend the time for 
filing returns under Article 9 with- 
out limitation superseding the previ- 
ous provision contained in Section 
192, which gave the Commission 
a limited power to extend the time 
for filing returns for real estate cor- 
porations, agricultural cooperative 
corporations, transportation and 
transmission corporations and hold- 
ing corporations to a period not be- 
yond April Ist. The provision in 
Article 9 now conforms to the provi- 
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sion of Section 217 of Article 9-A, 
and gives the Commission uniform 
powers to extend the time for filing 
of corporate returns—a desirable im- 
provement. 


Extension of time for payment of tax 
—This chapter also amends Section 
197 of Article 9 arc Suction 219-(c) 
of Article 9-A permitting the Tax 
Commission to grant a reasonable 
extension of time for the payment of 
any tax imposed under either article. 

Section 197 and 219-(c) were subse- 
quently amended by Chapter 518, to 
give the Commission power to modi- 
fy or compromise penalties. This 
latest amendment omitted the provi- 
sion inserted by Chapter 28, giving 
the Tax Commission power to ex- 
tend the time for payment of taxes. 
Under the theory of statutory con- 
struction adopted by the Commis- 
sion as heretofore explained, all 
amendments passed at the session of 
the legislature are effective. The 
official print of the law contains this 
section in a form to give effect to 
both amendments. 


Statute of limitations—Chapter 119 
amends Section 195 of Article 9 with 
reference to the time within which the 
Tax Commission may audit returns 
filed under Article 9, so as to make it 
conform to the provision contained in 
Section 219-(a) under Article 9-A. The 
prior provision did not fix any time 
limit upon the audit of the return by 
the Commission and provided that 18 
months after the audit had been 
made the Commission could reaudit 
the accounts if it was incorrect “be- 
cause of manifest clerical or other 
errors,” or without limit of time if 
the report was false or fraudulent. 

The new provision is a welcome 
improvement in standardizing the 
two articles. It now provides, as 
does Section 219-(a) that the Tax 
Commission has five years after the 
report was filed to audit the tax, and 
that if it does not restate the tax 
within five years it is deemed correct 
as filed. 
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Significant 1941 Changes in New York State Tax Laws, Regulations and Rulings 


The provision states that if the 
audit shows an excess tax to be paid 
the excess tax shall be refunded. It 
is silent on the procedure for the 
payment of additional tax, if any is 
found to be due, and one must go to 
other sections of the law to ascertain 
when additional tax is due and when 
interest thereon accrues. 

The additional tax based upon 
such reaudit is not a lien on any 
property of the corporation which 
was transferred in good faith for 
value prior to the restatement of the 
tax. 

Newly organized corporations ; cor- 
porations increasing or reducing stock 
—Chapter 520 amends Section 211 
under Article 9-A which deals with 
reports of corporations to provide 
that 

(1) any domestic corporation which 
was incorporated before No- 
vember Ist, or any foreign cor- 
poration which begins business 
in this state before November 
Ist, and 
any corporation whose stock is 
increased or decreased after the 
close of its fiscal year and prior 
to November lst thereafter, 
which is not subject to a fran- 
chise tax measured by net in- 
come, 
shall file a report of the increase or 
decrease of stock, and amends Sec- 
tion 214 to provide that if the tax 
is not based on net income but on 
capital stock, it will be computed 
on the amount of capital stock out- 
standing October 31st. 


One mill tax under Article 9-A— 
Business corporations are subject to 
several minimum taxes, one of which 
is a tax of one mill on the value of 
capital stock. 

The law did not give the dates as 
of which the average value of the 
stock should be ascertained. 


(2 


— 


Chapter 520 amends Section 214 
to provide that the one mill mini- 
mum tax shall be based on the aver- 
age market value of the issued capi- 
tal stock during the year, but not 
less than the par value or the net 
worth on the last day of the fiscal 
year, and in no event not less than 
$5 per share. 

Although the use of three bases 
and fixing the tax on whichever re- 
sults in the highest tax is a practice 
to be deplored, the amendment is 
nevertheless an improvement in re- 
moving doubt about the date as of 
which values are ascertained. 


Dissolution of delinquent corpora- 
tions—Chapter 590 amends Section 
203-(a) subdivision 10, dealing with 
the dissolution of delinquent busi- 
ness corporations by proclamation 
and provides that Section 29 of the 
General Corporation Law shall apply 
to corporations heretofore and here- 
after dissolved under this section. 

The section of the General Cor- 
poration Law referred to continues 
the corporate existence for all the 
time necessary to wind up the affairs 
of a company; it may sue and be 
sued in the corporate name, and the 
directors continue to have all the 
powers which they had before the 
dissolution. 

This amendment is retroactive. 
Prior to the amendment it was held* 
that the section in its previous form 
was not retroactive, and that a dis- 
solved corporation was not liable for 
franchise tax even though it con- 
tinued to do business.** Whether 
this amendment will change the rule 
in that respect remains to be seen. 

Valuation of Capital Stock—Under 
several sections of Article 9, where 
corporations are taxed on the value 
of capital stock, the tax payable is 
based upon a ratio of the value of 
the stock which the New York assets 
bear to total assets. 


* 73 First Avenue Corporation, Inc. v. Braunstein etc. Corporation, 168 Misc. 843, aff'd. 


258, App. Div. 961. 


** Brady v. Tax Commission, CCH, New York State Service (Par. 200-460). 
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Amendments made in 1941 pro- 
vide that in computing this ratio, 
cash on hand and on deposit shall 
be excluded from the assets of the 
company. This is obviously designed 
to avoid the difficulty of deciding 
whether any part of the cash is a 
New York asset. These changes are 
made by Chapter 75 which amends 
Section 181 imposing the license tax 
on foreign corporations, section 183 
on transportation and transmission 
corporations, and section 188 on hold- 
ing corporations, and by Chapter 528 
which amends section 182 relating 
to real estate corporations affecting 
both the quarter mill tax and the 
2% dividend tax. 

These amendments now make the 
rules uniform under Article 9 with 
the provision in Article 9-A for the 
computation of the one mill tax on 
business corporations. 

I think that in reviewing the work 
of the legislature it is fair to say 
that the changes in tax laws were 
all, or nearly all, to the good. 


Decisions 


The decisions were few and of 
no great general interest. 

An unincorporated business which 
is engaged in a profession is not 
subject to the unincorporated busi- 
ness tax. During the last year there 
were two decisions to the profes- 
sional character of certain business. 
One* held that textile brokers 
engaged in developing new textile 
fabrics are not engaged in a profes- 
sion, and another** held that indus- 
trial designing is a profession. 


* People ex rel. Heineman & Seidman v. 
** Matter of Teague v. Graves, 261 App 
Court of Appeals Nov. 19, 1941. 
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That the actual nature of the busi- 
ness conducted rather than the terms 
of the certificate of incorporation 
will control for tax purposes is indi- 
cated by the decision in Mortgage 
Company of New York vs. Graves, 
(CCH, New York Service—Par. 200- 
477). 

In that case a corporation was 
organized under the insurance law 
to issue policies of insurance, but 
did not issue such policies but en- 
gaged in the business of servicing 
mortgages. 

It was held that it was subject to 
tax under Article 9-A as a business 
corporation and not under Section 
187 as an insurance company. 

With so many people in the mili- 
tary service some “military” prob- 
lems will arise in the preparation of 
returns next year. The State has 
issued three rulings of interest, (1) 
Salary payments to persons who 
enlist or are drafted in the Federal 
service are deductible as a business 
expense, (2) The value of mainte- 
nance, or amounts allowed as com- 
mutation of maintenance, to persons 
in military service are not taxable 
income, (3) The federal soldiers and 
sailors civil relief act of 1940, which 
defers for a period extending not 
more than six months after the termi- 
nation of the service the collection 
of any income tax will be adopted 
by the state. A return must be filed 
and a request that payment be de- 
ferred should accompany the return 
together with a statement showing 
that the ability to pay is impaired 
by reason of the military service. 


Commissioner, 22 N. Y. S. [2nd] 985. 
Div. 652, 27 N. Y.S. [2nd] 762, affirmed by 
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Allocation of Income and Segregation of 
Assets 1n State Taxation 


By J. B. C. Woops, C.A., C.P.A. 


HIS paper is concerned primarily 

with New York State franchise 
taxes, license fees payable by foreign 
corporations doing business in the 
state, personal income taxes on non- 
resident individuals and the unincor- 
porated business tax on businesses 
carried on within and without the 
state, in so far as they are affected 
by the allocation of income and the 
segregation of assets. Necessarily 
this is accompanied by some con- 
sideration of other state tax systems 
affecting these same _ taxpayers 
whether they are New York corpora- 
tions doing business elsewhere or 
foreign corporations entering this 
state, or individuals or partnerships 
(whether or not classified as unin- 
corporated businesses) doing busi- 
ness, owning property or deriving 
income across state lines. 

New York State in some instances, 
by means of allocation of income and 
segregation of assets within and 
without the state, determines license 
fees and franchise taxes on corpora- 
tions organized and by definition re- 
garded as located elsewhere but do- 
ing business within the state, and 
personal income taxes on nonresi- 
dents deriving income from sources 
within the state; by allocation and 
segregation determines the tax on 
unincorporated businesses doing 
business within and without the 
state ; and by allocation and segrega- 
tion also gives partial relief from 
taxation to New York State corpora- 
tions regarded as doing business out- 
side of the state. 

Similarly, other states impose 
taxes on corporations foreign to 


them (including New York State 
corporations) doing business within 
the taxing state and on individuals 
not resident in the taxing state (in- 
cluding New York State residents) 
but doing business therein. 


The Apportionment Formulas in 
New York State 


A brief review of the apportion- 
ment formulas under New York 
State Tax Law affords a beginning 
for consideration of the subject of 
this paper. 

Corporations. 

The New York State formula con- 
sisting of an allocation of income 
based on a segregation of certain 
assets, namely, real and _ tangible 
personal property, receivables from 
sales and services, and shares of 
stock owned, is applicable only for 
franchise taxes based on income. 
The formula where the tax is on the 
value of capital stock allocated to 
New York State includes not only 
the factors mentioned, but also other 
receivables including loans. 

For investment trusts, as defined 
by statute, there are separate provi- 
sions under which apportionment is 
permitted whether or not an office 
is maintained outside the state and 
under which the allocation formula 
is based on the value of stock, bonds, 
securities and real estate owned, lo- 
cated within and without the state, 
determined according to underlying 
location of assets. Not every invest- 
ment company is an _ investment 
trust. A dealer in securities is not, 
nor is the corporation which places 
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more than twenty per cent of its 
assets in the securities of another 
corporation (except a municipal cor- 
poration or investment trust). To 
qualify as an investment trust, eighty- 
five per cent of its average gross 
assets must remain invested in se- 
curities or in cash. That line of de- 
marcation should be watched, other- 
wise the privilege of apportionment 
without having a place of business 
outside the state may disappear un- 
wittingly. 

Real estate corporations with assets 
within and without the state are 
taxed upon an apportionment of 
total assets and of dividends, the 
apportionment being on the basis 
of the values of the assets. 

Qualification fees for foreign cor- 
porations are based on capital stock 
employed in New York State allo- 
cated on the basis of gross assets 
exclusive of cash. 


Nonresidents. 


The income tax on nonresident 
individuals is also based on appor- 
tionment to the extent that income 
is derived from a business carried 
on within and without the state 
either by the individual or by a part- 
nership of which he is a member. 
Apportionment in these cases may 
be by separate accounting accord- 
ing to the books of the taxpayer, 
subject to acceptance by the State 
Tax Commission. Where the “books 
of the (nonresident) taxpayer do not 
disclose the proportion of ... net 
income from sources within the state 

. or if the basis of apportion- 
ment” used by the taxpayer is not 
acceptable to the Commission, an 
allocation formula is used. This 
formula is similar to the Massa- 
chusetts formula. In order to obtain 
equitable treatment, where the pre- 
scribed formula would do injustice 
to the taxpayer, it is provided, in 
Article 470 of the Regulations, that: 
“Any nonresident may submit an 
alternative basis of apportionment 
with respect to his own income and 
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explain that basis in full in his re- 
turn. If approved by the Tax Com- 
mission, that method will be ac- 
cepted instead and in place of the 
one herein prescribed.” This privi- 
lege is, of course, extended to non- 
resident members of partnerships 
engaged in business within and with- 
out the state. 

The income tax on nonresidents 
also rests on apportionment to the 
extent that the income consists of 
compensation for services performed 
within and without the state. There 
the allocation is on the basis of vol- 
ume of business within and without 
the state for traveling salesmen, and 
on the basis of days worked within 
and without the state for other em- 
ployees. 


Unincorporated Business Tax. 


For the purposes of this tax also, 
apportionment of income may be re- 
quired, and here the methods used 
are similar to those which apply in 
the case of allocation of business in- 
come for personal income tax, dis- 
cussed above. That is to say, by 
separate accounting according to the 
books of the taxpayer, subject to 
acceptance by the State Tax Com- 
mission, or by formula similar to 
the Massachusetts formula, or by 
the State Tax Commission where the 
allocation formula would not be fair 
and equitable. 


Conclusion. 


There is a trend toward the Massa- 
chusetts formula of apportionment. 
The New York State factors formula, 
used for personal income taxes and 
the unincorporated business tax, is 
similar to the Massachusetts form- 
ula. However, it has not been ex- 
tended by New York State to in- 
clude the determination of corpora- 
tion franchise taxes and license fees. 

In the tax laws of many other 
states the Massachusetts formula 
has made no headway. 

Whether uniformity and equity in 
taxation of businesses engaged in 
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interstate commerce is to be achieved 
by agreement among the state legis- 
latures, by a kind of compulsion 
through a Federal crediting device, 
or by integration of Federal and 
state taxation systems, does not mat- 
ter, so long as the objective is achieved. 
The burdens of state taxation should 
be spread equitably over all incomes, 
including those which now escape, 
and double taxation eliminated. 
State tax returns are of increasing 
importance. The time has passed 
when taxpayers could keep their total 
state taxes down to a reasonable 
figure by paying in some states and 
talking their way out of other assess- 
ments. Full disclosure is necessary, 
and is assured to the states by access 
to Federal returns. In return, states 
should together limit themselves or 
expect to be limited to taxation of 
one-hundred per cent of income. 


The foregoing conclusion, briefly 
stated, is self-evident to all certified 
public accountants who prepare New 
York State returns and returns for 
other states for those of their clients 
who are subject to taxes in two or 
more states. The conclusion finds 
more objective support in a general 
review of state tax systems in so far 
as they relate to the question of 
allocation and segregation. 

The states have broad taxing powers, 
but corporations admitted from other 
states may not be subjected to dis- 
crimination in the form of arbitrary 
taxation, nor may citizens of other 
states be subjected to taxes “more 
onerous in effect than those imposed 
under like circumstances upon citi- 
zens” of the taxing state. Under its 
apportionment formula New York 
State, until there was a court deci- 
sion to the contrary, included bond 
interest in the taxable income and 
excluded the bond from the segre- 
gation of assets. It still leaves it to 
the taxpayer or its accountant to 
supplement a franchise tax return 
in order to obtain the benefit of that 
ruling. However, by and large, al- 


1941 


most any kind of apportionment is 
permissible in any one state, regard- 
less of whether the total effect of 
apportionment on various bases by 
several states is unreasonable. It is 
just this condition which requires a 
consideration of the diversity of 
state tax systems. 


The Taxing Power of the States 

The states have sovereign powers 
to tax in accordance with their own 
constitutions and exercised under 
their own laws, restricted only by 
the Federal Constitution. The breadth 
of that taxing power was stated by 
the United States Supreme Court in 
Shaffer v. Carter (1920) 252 U. S. 37, 
40 Sup. Ct. 221. Except “as re- 
stricted by particular provisions of the 
Federal Constitution” the states may 
“resort to all reasonable forms of 
taxation in order to defray the gov- 
ernment expenses.” In that case it 
was also pointed out that the tax- 
ing “power is not confined to the 
people and property of a State, but 
(on the authority of McCulloch v. 
Maryland (1819), 4 Wheat. 316) may 
be exercised on every object brought 
within its jurisdiction.” Further, a 
reference is made to the long-recog- 
nized power that “a State may tax 
callings and occupations as well as 
persons and property” and finally, 
quoting from State Tax on Foreign- 
Held Bonds, 15 Wall. 300, 319 it was 
said “unless restrained by provi- 
sions of the Federal Constitution, 
the power of the State as to the 
mode, form, and extent of taxation 
is unlimited, where the subjects to 
which it applies are within her juris- 
diction.” 


Federal Constitutional Restric- 
tions—General 

This paper is not concerned with 
Federal restrictions on that taxing 
power except as they affect alloca- 
tion and segregation for tax pur- 
poses. While the right “to regulate 
commerce with foreign nations, and 
among the several states” is re- 
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served to Congress by the Consti- 
tution, “the general rule has been laid 
down that a State may, if it chooses 
to do so, exclude foreign corporations 
from its limits,” Western Union Tele- 
graph Co. v. Kansas (1910), 216 U. S. 
1, 30 Sup. Ct. 190. However, on the 
one hand, “once a state permits a 
foreign corporation to come in... 
the due process and equal protection 
clauses of the 14th Amendment pro- 
tect the foreign corporation against 
such discrimination” as arbitrary 
taxation, New York State Income and 
Franchise Taxes, 1941, by Harrow and 
Sack, (Chapter 1) in part on the au- 
thority of Hanover Fire Insurance Co. 
v. Harding 272 U. S. 494; and on the 
other hand, “the mere fact that a cor- 
poration is engaged in interstate com- 
merce does not exempt its property 
from state taxation,” Baltic Mining Co. 
v. Massachusetts (1913), 231 U. S. 68, 
34 Sup. Ct. 15. It is specifically 
stated that in admitting a corpora- 
tion the state “may make the grant 
or privilege dependent upon the pay- 
ment of a specific license tax, or a 
sum proportioned to the amount of 
its capital” Horn Silver Mining Co. v. 
N. Y. (1892) 143 U. S. 305. 

As to citizens of other states, the 
Federal Constitution provides that 
“the citizens of each state shall be 
entitled to all privileges and immuni- 
ties of citizens in the several states.” 
In accordance with that clause it has 
been said “That a State... may 
not prohibit the citizens of other 
states from carrying on legitimate 
business within its borders like its 
own citizens, of course is granted; 
but it does not follow that the busi- 
ness of non-residents may not be re- 
quired to make a ratable contribu- 
tion in taxes for the support of the 
government. On the contrary, the 
very fact that a citizen of one State 
has the right to hold property or 
carry on an occupation or business 
in another is a very reasonable 
ground for subjecting such non- 
resident, although not personally, 
yet to the extent of his property held, 
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or his occupation, or business carried 
on therein, to a duty to pay taxes not 
more onerous in effect than those 
imposed under like circumstances 
upon citizens of the latter State.” 
Shaffer v. Carter, supra. 


Federal Constitutional 
Restrictions—Specific 


More specifically as to allocation 
and segregation, and here direct ac- 
knowledgment is made to Harrow & 
Sack (Chapter 1, above), reference 
should be made to a few decisions 
which indicate limitations on the 
taxation of corporations foreign to 
the taxing state. “It has been held 
a violation of the due process clause 
for a state to impose a tax on the 
property of a foreign corporation 
located and used beyond the juris- 
diction of the taxing state, and any 
franchise or license tax which has 
that effect is equally invalid. Thus, 
a tax based on all of the authorized 
capital stock of a corporation was 
held to violate the due process clause 
(of the Federal Constitution, Jnterna- 
tional Paper Co. v. Mass. (1918) 246 
U. S. 135, although the same statute 
was sustained when it set a maximum 
limit to the possible tax, Baltic Mining 
Co. v. Mass. (1913) 231 U. S. 68; 
Cheney Bros. Co. v. Mass. (1918) 246 
U. S. 147. 

“In People ex rel. Alpha Portland 
Cement Co. v. Knapp (1920) 230 N. Y. 
48, the Court held that it was improper 
for a state to include as part of the 
basis for levying a franchise tax, in- 
terest on the bonds of a foreign cor- 
poration without using the bonds as 
one of the assets in the apportion- 
ment formula to determine the por- 
tion of income taxable in the state. 
* * * 

“To be valid, a tax upon receipts, 
income or capital of a foreign cor- 
poration must be based upon some 
method of apportionment which seg- 
regates for taxation, only so much of 
the receipts, income or capital as 
may properly be said to have been 
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derived from the business carried on 
within the state. * * * 


“k * * a state tax upon the net in- 
come of a foreign corporation pro- 
rated in a reasonable manner is not 
invalid. * * * The Supreme Court 
held that this method of allocation 
was not inherently unreasonable and 
was not calculated to tax income 
earned beyond the borders of the 
state.” The tax was imposed on that 
portion of net income from all 
sources which the value of real and 
tangible personal property within 
the state bore to the value of all the 
real and tangible personal property 
of the corporation, Underwood Type- 
writer Co. v. Chamberlain (1920) 254 
U. S. O33. 

The New York State formula for a 
franchise tax measured on a proportion 
of net income of a foreign corporation 
was upheld in Bass, Ratcliffe & Greton 
v. Com. (1924) 266 U. S. 271, even 
although the New York branch was 
not profitable. 

Also, the California franchise tax 
on a proportion of net income of a 
foreign corporation engaged in both 
intrastate and interstate commerce 
was upheld, although a tax on gross 
earnings trom interstate commerce 
would have been invalid under the 
commerce clause of the Federal Con- 
stitution, as also would a tax on a 
proportion of net income of a cor- 
poration doing only interstate busi- 
ness in California, Mason Navigation 
Co. v. State Board (1936) 297 U. S. 
441. As to the last point, the rule 
had been laid down in Alpha Portland 
Cement Co. v. Massachusetts (1925) 
268 U. S. 203 where a New Jersey 
corporation with a principal office in 
Pennsylvania and a sales office in 
Boston was relieved of the Massa- 
chusetts franchise tax which was 
based on a proportion of the total 
value of capital shares attributed to 
such sales office, the tax in that in- 
stance being declared unconstitutional. 
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Diversity of State Tax Systems 


Despite Federal restrictions, there- 
fore, the broad taxing powers of the 
states remain, as indicated, both 
broad and powerful. Under such 
conditions diverse tax systems have 
developed. 

The New York State Tax Com- 
mission knows all about the lack of 
uniformity and the possibilities for 
uniformity in state tax systems. In 
1935 a special report, No. 8 of a 
series, was prepared for the Commis- 
sion by Dr. Richard A. Girard, New 
York University, entitled The Scope 
for Uniformity in State Tax Systems. 
That report reviews and compares 
the state tax laws and their adminis- 
tration, including local taxation, and 
the various kinds of taxes levied. 
The diversity of tax systems is es- 
tablished and a case made for uni- 
formity in principle. A model tax 
system is submitted which includes 
the personal income tax and a busi- 
ness tax. 

The movement in favor of uni- 
formity is pertinent to the subject 
under consideration, because under 
uniform tax systems most of the dif- 
ficulties and inequities related to 
taxation of business and individuals 
with interstate transactions by means 
of allocation and segregation would 
disappear. 

Since 1907 the National Tax Asso- 
ciation has advocated uniformity, 
and for many years the Massachu- 
setts formula of allocation. In Octo- 
ber, 1939 its Committee on Alloca- 
tion of Income, under the chairman- 
ship of Leo Mattersdorf, C. P. A., 
after a year’s research including the 
use of separate questionnaires ad- 
dressed to tax commissions and cor- 
porations, not only advocated uni- 
formity but stated that it could be 
attained. That committee, as its 
name implies, was not primarily con- 
cerned with uniformity in general 
but with questions of allocation of 
income. As part of its study it had 
requested The American Institute of 
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Accountants to appoint a committee 
to offer suggestions on the problem. 
In its report, Mr. Mattersdorf’s com- 
mittee includes the report of the 
Institute committee “favoring the 
general adoption by the states of 
statutory provisions for the election 
by each taxpayer to have its tax 
measured by income determined up- 
on the basis of accounts and records 
kept in a manner which fairly re- 
flects the income earned in each 
state.” Mr. Mattersdorf’s commit- 
tee adopted that recommendation as 
a contribution to the solution of the 
problem wherever such determina- 
tion of income would apply. The 
further recommendations of the Na- 
tional Tax Association committee in- 
cluded direct allocation to the state 
in which the business is carried on 
of financial income of manufacturing 
and mercantile businesses ; a consist- 
ent basis of valuation of tangible 
personal property in each state in 
which the taxpayer is subject to tax; 
and a Solomon’s solution to the 
question of the situs of sales, fifty 
per cent to be “apportioned to the 
state of destination of the merchan- 
dise shipped by the taxpayer, and 
fifty per cent to the state from which 
the salesmen making the sales func- 
tion.” The report should be read 
and may be found in the Proceedings 
of the Thirty-Second Annual Con- 
ference, 1939, National Tax Associa- 
tion. 

Despite the recommendations of 
the National Tax Association, re- 
ferred to above, various groups of 
state tax officials, the American 
Legislators’ Association, and the 
special report of the State Tax Com- 
mission, mentioned above, there con- 
tinues to be no uniformity to boast 
of. As corporations carry on busi- 
ness in many states foreign to that 
in which they are organized and 
foreign to that in which is located 
their principal place of business and 
as individuals and partnerships de- 
rive income from many states, these 
diverse systems of taxation are a 
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source of continued inequity. A 
state with its own tax laws, and its 
residents and corporations organ- 
ized under its laws, together con- 
front other states and their home- 
grown tax laws. 

Some businesses becomes subject 
to taxes in whichever state they have 
a stop-over, while other businesses 
doing no business in the states in 
which they have their statutory of- 
fices contrive to explain away their 
carrying on taxable business in any 
state. 

It is to the interest of the states 
and also of taxpayers in the long run 
to avoid loopholes in tax laws or 
their administration through which 
some businesses escape untaxed 
while some are subjected to double 
taxation. 

Where the tax is measured by 
property, each item of property 
should have one situs and only one 
and its method of valuation should 
be definite. Where the tax is meas- 
ured by income, which is the best 
criterion of the ability to pay, the 
taxable income from all sources 
should be so allocated as to subject 
all of its parts to one tax and only 
one. Such equity could be achieved 
by state tax laws with uniform fea- 
tures, each state foregoing the ad- 
vantage of a method or formula 
weighted in its favor in exchange for 
its own residents and corporations 
being subjected to similar treatment 
by other states. The question may 
be asked: Will it be achieved that 
way? 


Allocation of Corporate Income for 
Taxation by the States 


While this paper is concerned not 
only with allocation of income but 
also with segregation of assets of 
taxpayers, whether incorporated or 
not, a review of the present practices 
of allocation of corporation income 
for state taxation is illustrative of 
the whole problem and may be the 
more easily made because of an 
available study. 
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Allocation of Income and Segregation of Assets in State Taxation 


In 1933 a special report, No. 6 of 
a series, Was prepared for New York 
State Commission by Dr. Robert S. 
Ford, Columbia University, entitled 
The Allocation of Corporate Income 
for the Purpose of State Taxation. 
As stated in its preface, the chief 
purpose of that report “is to analyze 
the nature of the friction which 
arises out of non-uniform allocation 
practices and to suggest possible 
methods of reform.” A _ point is 
made that the taxation of interna- 
tional and interstate business is han- 
dled with a technique set up to deal 
with intrastate operations only. In 
introducing the subject, doubt is 
cast upon the probability of states 
adopting uniform practices. Instead, 
the “crediting principle” such as had 
been adopted for estate and inherit- 
ance taxes and has since been used 
for compelling a minimum standard 
of taxes for unemployment insur- 
ance is favored as a solution, unless 
an integration of Federal and state 
systems of taxation can be achieved. 

The heart of the problem lies in 
the fact that after financial income 
of business corporations is allocated 
to the state in which the property is 
owned, there remains income from 
buying, processing, manufacturing, 
storing and selling to be allocated 
to the taxing states. In establishing 
arbitrary formulas to meet this situa- 
tion each state tends to favor itself, 
a manufacturing state allocating in- 
come to that function while a state 
in which distribution predominates 
allocates sales to itself, that is, the 
state of destination of the merchan- 
dise. A classic example is the case 
of Underwood Typewriter Company v. 
Chamberlain, supra, where forty-seven 
per cent of its real estate and tan- 
gible personal property was situated 
in Connecticut while eighty per cent 
of its gross earnings arose from the 
sale of manufactured products in 
other states. Connecticut taxed not 
twenty per cent but forty-seven per 
cent of the income. 

A fundamental question is : Should 
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an enterprise be considered as a 
unity or as a consolidation of sepa- 
rate units? If the whole business 
is treated as having economic unity, 
an allocation by fractional appor- 
tionment may be used, and the prob- 
lem is one of determining an equit- 
able formula, or separate accounting 
may be adopted. If the business at 
ach separate location is treated as 
a separate unit and not a part of a 
whole, then the only basis for allo- 
cation is separate accounting. The 
question of unity versus separate units 
is often encountered tog-t! wit 
the parent and subsidiary 1 H- 
ship, branches being separately in- 
corporated. In that case: should 
consolidated returns be permitted as 
a means of establishing an economic 
whole? Finally, whether or not 
branches are separately incorpo- 
rated, whether or not an economic 
whole is. ordinarily recognized, 
whether or not separate accounting 
or fractional apportionment is ordi- 
narily applied: Where there is a 
loss as a whole, should a profitable 
branch in one state be taxed on its 
income? And conversely: Where 
there is a profit as a whole, should 
a branch with a net loss be taxed 
on a proportion of the total income 
of the enterprise? 

Whichever method of allocation is 
adopted, fractional apportionment or 
separate accounting, the anomaly of 
two or more states taxing more than 
one hundred per cent of the income 
should be avoided. The case for 
fractional apportionment rests largely 
on simplicity. The method is arbi- 
trary, of course, and its accuracy 
cannot be proved. One effect of the 
arbitrary allocation fraction may be 
to tax a portion of the profits of the 
whole enterprise in a state in which 
nothing was earned. On the other 
hand, if allocation is to be by sepa- 
rate accounting for each branch, the 
fairness of the billing price for inter- 
company or inter-branch sales is sig- 
nificant. In fact the whole question 
of inter-company transactions is here 
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important. A whole enterprise may 
so manipulate its internal transac- 
tions as to show its principal income 
in one of the many states without 
a tax measured on corporate income, 
or merely to show income in states 
which do not tax with the inequity 
of the old rule in Connecticut, men- 
tioned above. In opposition to the 
use of separate accounting for allo- 
cation it is stated: “No profit is 
actually realized from any phase of 
an integrated business until the final 
sale is consummated. Business pro- 
cesses—manufacturing, warehousing 
and selling—cannot be separated for 
the computation of an independent 
profit,” page 33 of Dr. Ford’s report. 
Nevertheless, in the case of Hans Rees’ 
Sons v. State of North Carolina (1931) 
199 N. C. 42, 153 S. E. 850, 51 Sup. 
Ct. 385, the Supreme Court upheld 
a segregation and allocation of in- 
come by separate accounting al- 
though the North Carolina statute 
subjected this foreign (New York) 
corporation to an allocation of in- 
come on the basis of location of real 
and tangible personal property. 

Most of the states levying a tax 
measured by corporate income pre- 
scribe a fractional apportionment 
method of allocation. There have 
been many decisions as to the le- 
gality of taxes imposed under such 
formulas, several of the more im- 
portant being referred to in this 
paper. “The net effect of the de- 
cisions * * * is that any formula 
will be sustained unless the taxpayer 
submits convincing evidence and 
proof that it operates inequitably 
when applied to his business,” page 
42 of Dr. Ford’s report. 

There are so many different kinds 
of fractional apportionment in the 
several states that only a tedious 
listing of methods which defy classi- 
fication would suffice to cover the 
field. The more important methods 
are those of New York, Massachu- 
setts and Wisconsin. 

In Wisconsin rents and royalties 
are allocated to the state in which 
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the property from which they are 
derived is situated and dividends and 
interest are allocated to the principal 
place of business. The balance of 
income is apportioned on the basis 
of the average of three ratios, 
namely, tangible property, manu- 
facturing expenses, and sales, within 
and without the state, the situs of a 
sale being the sales office. 

In Massachusetts, the excise tax, 
in part on net income and in part 
on the value of capital stock over 
the value of certain property, rests 
partly on an allocation fraction con- 
sisting of the average of three ratios 
of property, payroll, and gross re- 
ceipts, within and without the state, 
with interest and dividends allo- 
cated direct but differently than un- 
der Wisconsin law. 

For New York State franchise tax 
under Article 9-A of the Tax Law, 
and where (instead of the tax being 
based on the value of capital stock) 
the tax is measured by net income 
or a modification of net income un- 
der the formula for compensation of 
officers, the fractional apportion- 
ment is upon the value within the 
state to the total value within and 
without the state of the sum of real 
and tangible personal property, re- 
ceivables arising from the sale of per- 
sonal property and services per- 
formed, and shares of stock of other 
corporations. The shares of stock 
of other corporations owned are ap- 
portioned according to the location 
of the assets of such issuing corpo- 
rations except such assets as pat- 
ents, goodwill and the like. 

Under New York and Massachu- 
setts laws there can be no appor- 
tionment of income within and with- 
out the state by the mere sale of 
merchandise without the _ state. 
There must be a branch outside of 
the state in order to permit appor- 
tionment. Under a 1940 amendment 
to the New York Tax Law, (Sec- 
tion 214 subsection 11) effective for 
the tax year beginning November 
1, 1941, the holding of real estate 
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outside the state entitles a corpora- 
tion to apportionment. The acquisi- 
tion of real estate thus appears to 
offer the means for an equitable ap- 
portionment of all business done out- 
side the state without the necessity 
of opening a branch office. 

Dr. Ford (page 73) estimated that 
in New York State nearly one hun- 
dred thousand corporations, consti- 
tuting about-one-third of the total 
number of business corporations, do 
business within and without the 
state; about seventy per cent thereof 
use the statutory segregation form- 
ula, about twenty-five per cent use 
an alternative allocation fraction, 
and for about five per cent the tax is 
based on a separate accounting. The 
alternative formula is allowed under 
section 214 subsection 7(a) of the 
Tax Law permitting equitable treat- 
ment. In Massachusetts the statu- 
tory formula is generally used, but 
a modified method is permissible and 
a foreign corporation may make a 
case for the basis of a separate 
accounting. 

It is evident that diversity of tax 
systems leads to double taxation. 
For instance, goods manufactured in 
and shipped from New Jersey, on 
orders taken and billed for in New 
York, appear in the tax basis of two 
states, and if there should be a 
stop-over for warehousing in a third 
state, the transaction would be 
thrice taxed. Another example: 
With most of the physical assets 
and payroll in Connecticut through 
operation of a plant, most of the 
gross receipts would be allocated 
there, while most of the sales might 
also be allocated to New York where 
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the sales are effected and the receiv- 
ables created. 

On the contrary, tax avoidance 
has been sought, for example, by a 
foreign corporation operating in 
New York as an investment com- 
pany and claiming that its New 
York transactions (its only business 
transactions as a matter of fact) did 
not constitute doing business in this 
state. If that were permitted such 
a corporation would pay no fran- 
chise tax to any state. 

The elimination of double taxa- 
tion requires, as Dr. Ford says, an 
agreement on the principles of a 
proper allocation and an adoption 
of uniform procedure. When he 
comes to making concrete sugges- 
tions he concludes that: “The at- 
tempt to achieve uniformity by vol- 
untary interstate agreements would 
delay settlement of the allocation 
problem for many years,” page 117. 
Turning to compulsion, he refers 
favorably to the indirect method 
through a Federal crediting device 
such as is used in inheritance taxa- 
tion, and as has been advocated by 
Commissioners Graves and Merrill 
of New York State. For a long- 
time objective Dr. Ford advocates 
the integration of Federal and state 
tax systems. 

As stated by Assistant Secretary 
of the Treasury John L. Sullivan, 
in a recent address published in the 
November 1941 issue of Taxrs (the 
tax magazine), the Treasury is 
studying and planning a co-ordina- 
tion of Federal, State and Local 
taxes. If effective, such co-ordina- 
tion would provide a general solu- 
tion for the problem here discussed, 
the taxation of income derived with- 
out regard to state boundaries. 








Non-Profit Institutions Accounting 


At a special technical meeting of the Committee on Non-Profit Institu- 
tions Accounting, held on October 14, 1941 at the Society’s office, questions 
relating to this phase of accounting were asked and discussed informally 


by those present. The high-lights of 
question and comment form. 


Question: There are religious non- 
profit institutions which own tax- 
free real estate. Such institutions 
often do not show their properties 
on their balance sheets, but instead 
show only the position of the cur- 
rent funds with which they operate. 
Would the Committee discuss this 
practice? 

Comment: The more general prac- 
tice would be to carry the real estate 
on the books at cost, if the cost is 
known. If, however, the real estate 
was donated and the donor does not 
wish to disclose the cost, then the 
institution might have an appraisal 
made and record the real estate at 
the time it is received at such ap- 
praised value. 

On the other hand, it is the adopted 
policy of some institutions to record 
real estate and equipment at a nomi- 
nal value, such as one dollar for each 
parcel of land, each building, or the 
equipment at each location, and to 
show, parenthetically or in a foot- 
note, the assessed or appraised value 
of the assets. 

The practice mentioned in the 
question of omitting the real estate 
from the balance sheet entirely does 
not appear to meet the accepted con- 
cept of displaying all important asset 
and liability items on the balance 
sheet. In so far as published bal- 
ance sheets are concerned, such 
practice does not appear to be en- 
countered very frequently. 

The fact that the property is tax- 
free does not affect its status on a 
balance sheet. A _ balance sheet 
should show all the assets. Some 
organizations list such assets at cost 
value at date of acquisition and 
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the meeting are presented herewith in 


others list property assets at a nomi- 
nal value of one dollar per parcel. 
This asset value is then of course 
offset by the accountability on the 
other side of the balance sheet show- 
ing the investment in property as 
indicated. 


Ouestion: Under present economic 
conditions how should a certified 
public accountant advise an_insti- 
tution upon the type of asset it is 
best to hold? Suppose $100,000 came 
to a non-profit religious institution 
through a will, how should it be 
invested? Or should it be left in 
cash? If in cash, how much should 
remain on hand and how much 
should be in savings or checking 
accounts? 


Comment: It is not the responsi- 
bility of the certified public account- 
ant to advise the institution as to 
how it should invest gifts received. 
The charter, by-laws or other fun- 
damental document of the institu- 
tion ordinarily charge either the 
board of trustees, the investment 
committee, or some other body with 
such responsibility, and would be 
unwise for the certified public ac- 
countant to encroach upon the func- 
tion of such bodies. 


Question: Some non-profit institu- 
tions do not get their fuel, electric 
light, or groceries free. Shouldn't 
such institutions also pay a fair fee 
for the great responsibility which 
the certified public accountant as- 
sumes through an audit? 

Comment: When an accountant ren- 
ders services either gratis or on a 
sub-normal fee basis, he is in effect 
making a donation to the organiza- 
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Non-Profit Institutions Accounting 


tion to the extent that his fee is less 
than his normal charge for services. 
Unfortunately, this donation is of a 
character which is seldom recog- 
nized as such because the fact that 
a donation has been made and the 
extent thereof lie concealed in the 
operating accounts. Obviously it 
never appears on the published list 
of donors. Moreover, when the ser- 
vice is rendered gratis or on a sub- 
normal basis, the tendency is for the 
client to overlook the true value of 
the service. 

The opinion is rapidly crystalliz- 
ing that as a long-range general 
policy, the fees charged to such in- 
stitutions should be based upon nor- 
mal or nearly normal rates, and 
that donations by public accounting 
firms should be made in cash. The 
amounts of these donations are un- 
der the control of the accountants 
and would be measured by the net 
amounts of fees which they desire 
from such engagements and by the 
interest of the accountants in the 
objectives of the non-profit institu- 
tions. 


Question: What are the accounting 
problems confronting the newly or- 
ganized non-profit medical and hos- 
pital plans under Article 9C of the 
State Insurance Law? 


Comment: The subject of non-profit 
medical and hospital service corpo- 
rations permitted under Article 9C 
of the Insurance Law has become a 
new and interesting field in the ever 
enlarging scope of non-profit insti- 
tutions accounting. 

For instance, consider the Asso- 
ciated Hospital Service of New 
York, more commonly called the 
“three cents a day plan.” The ac- 
counting problems concerning the 
audit are rather unique, in that the 
Associated Hospital Service is pri- 
marily a collection and disbursing 
agency for its member hospitals. 
The law specifically waives any 
initial capital or working capital as 
contra-distinguished from the re- 
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quirements for a stock or mutual 
insurance company, which is re- 
quired to place a deposit of $100,000 
before the beginning of operations. 

Under this program the member 
hospitals become co-insurers and 
any losses sustained during the 
course of operations result in a pro- 
portionate reduction in the payment 
of benefits to these hospitals. In 
other words, if the income for a 
fiscal year is $10,000,000 and the ex- 
penses, including payments to hos- 
pitals, amount to $11,000,000 the 
excess of expenses over income, 
namely, $1,000,000, must be divided 
proportionately over the member 
hospitals in the ratio that the num- 
ber of subscriber hospital days bears 
to the total of hospital days. The 
accountant, therefore, must be most 
exact in setting up the proper re- 
serves for claims for hospital ser- 
vices, unearned premiums, and con- 
tingencies. 

A special ruling of the Insurance 
Department prescribed that a re- 
serve for contingencies must be 
equivalent to one-half of the surplus 
as of December 31, 1940, plus four 
per cent of the earned premium 
until it is equivalent to 20 per cent 
of the loss sustained for the previous 
year. A maximum of 25 per cent of 
the current year’s writings is pre- 
scribed. 

As to the assets of the hospital 
service corporation, the classifica- 
tion of assets is similar to that for 
mutual and stock insurance com- 
panies, namely admitted assets. In- 
vestment of excess funds is guided 
by the same rules and laws adopted 
for life insurance companies. Equip- 
ment, furniture and fixtures, and the 
like are not capitalized but are 
charged off as expenses in the years 
in which they are purchased. As to 
liabilities and surplus, the account- 
ant is guided in some measure by 
the practices currently in use by the 
stock and mutual insurance com- 
panies in the determination of claims 
for hospital services. Unearned pre- 
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mium reserves can be computed with 
comparative ease. Surplus and other 
reserves are strictly in accordance 
with the regulations of the Insur- 
ance Department and the Laws of 
the State of New York. 

The Insurance and the Member- 
ship Corporation Law specifically 
exempts these corporations from all 
forms of taxation. However, the 
Federal Government has taken issue 
with the legality of that statute rela- 
tive to social security taxes. 

The Associated Hospital Service 
was organized several years ago and 
since its inception has paid out to 
its member hospitals over $28,000,- 
000 in benefits. The balance sheet 
discloses reserves and capital run- 
ning into the millions. 

The growth of these non-profit 
medical and hospital corporations 
will, in the future, present interest- 
ing accounting problems and, there- 
fore, a knowledge of their operations 
should be made available to all ac- 
countants not only becatise of the 
interest in their accounting structure 
but also because a million and one- 
half New Yorkers are covered at 
present under one plan. 


Ouestion: If a fund has been estab- 
lished for the benefit of a number of 
institutions, with no statement as to 
the portion of the principal that be- 
longs to each, whet amount should 
be reflected on the balance sheet of 
an institution which is one of the 
beneficiaries of the fund? 


Comment: If allocation has been 
made of the income arising from 
such fund, an institution should in- 
clude among its endowments that 


228 


proportion of the fund represented 
by the proportionate share of the in- 
come, if that is possible. Otherwise, 
the situation should be indicated by 
a footnote on the balance sheet. ~ 


Ouestion: Should provision be made 
for depreciation of plant assets of 


educational institutions ? 

Comment: The plant assets of edu- 
cational institutions are divided into 
three general types: 

1. Educational plant — Deprecia- 
tion is not advisable since the plant 
was built for the benefit of students 
of the present generation. If depre- 
ciation is to be recovered, the pres- 
ent students would in effect be donat- 
ing plant for a future generation. 

Depreciation on educational plant 
however is sometimes computed for 
statistical information: 


a. To compute unit costs of in- 
struction, 

b. To establish current values for 
insurance purposes, 

c. To give a guide as to the 
amount to be expended yearly for 
actual maintenance. 


2. Auxiliary plant — Depreciation 
is not generally advisable for the 
same reason as above, unless the 
terms of a building fund are such 
as to require its perpetuity. 


3. Fund investments in form of 
real estate — Depreciation is advis- 
able in order to protect the invest- 
ment value. 

In any event, if depreciation is set 
up, it must actually be set aside in 
cash ; mere book entries will not pro- 
vide for replacement of the asset. 
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THEY PAY THEIR WAY ON 


INVENTORY 
CONTROL 


With McBee Keysort, Unit Analysis and Waxspot 
on the inventory job, operating statements are accurate 
and buying is under absolute control. The inventory 
control includes: 





Daily “up to last night” balance of every 
item in stock, after all entered orders have 


been shipped, 


Daily analysis and summary of items that fell 
below minimum stock. 





Individual items and total inventory evaluated 
at “cost” or “market” at the close of each 
costing, or closing period. 


Daily and month-to-date summaries of 
disbursements (sales and “free goods”) 
receipts and returns on each stock item. 


... all without making any changes 
in present order, billing or stock 
room procedures, and without 
requiring trained operators. Ask the 
McBee representative. 
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Ite handful of brains that will help write the peace 


This 24-pound handful of steel— 
Remington Rand’s famed Printing 
Calculator—is a mechanical wizard 
with a one-track mind: Jts only job is 
to save figuring time. Thousands of them 
today are doing this job superlatively 
well. @ Jt saves figuring time because 
it’s 100% efficient... the only calcu- 
lator that can put in a full 8 hour day 
with no time out for reading the 
answer from dials, copying it down 
and doing the problem a second time 
to prove accuracy. That’s because it 
prints the answer on tape—not only 
the answer, but all factors of every 
division and multiplication problem 
as well... permanent proof, the first 


time, of the accuracy of your work. 
@ Jt conserves vital raw materials right 
now when “fewer machines must do 
the same job.” The Printing Calcu- 
lator does the work of two machines 
...an adder and a calculator. The 
materials it saves, by eliminating the 
need for both kinds of “ part-time” 
machine, are a direct gain for defense 
production...and it is America’s genius 
for production, speeded by business 
machines like the Printing Calculator, 
that will inevitably enforce peace in 
this warring world. Remington Rand 


Inc., Buffalo, N. Y. 









e...try... buy...the ONLY calculator 
that prints as it divides automatically, as 
tmultiplies electrically, as it adds and 
ubtracts . . 


The Remington Rand 
hinting Calculator 
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perienced in meeting the accounting prob- 
lems of the business world, offer their 
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Drop in our office and see the complete 


line of National products. 
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any problem. 
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two million lives 
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GINCE 1907, when the fight 
began, the tuberculosis 
death rate has been reduced 
75%!—by people like you 
buying Christmas Seals. 
More than two million lives 
have been saved. 


But the battle against this 
scourge must go on. Tuber- 
culosis still kills more people 


Buy 


MERRY CHRISTMAS 





The National, State 
and Local Tubercu- 
1941 losis Associations 
in the United States 


between the ages of 15 and 
45 than any other disease. 


Yet it is possible to elim- 
inate completely this enemy 
of mankind. Ovr weapons 
are Research, Education, Pre- 
vention, Control—made pos- 
sible by your use of Christ- 
mas Seals. Get them today. 


CHRISTMAS 


SEALS 











GIVE WHERE YOU LIVE 
Brooklyn Tuberculosis & Health Assn. 
Queensboro Tuberculosis & Health Assn. 
New York Tuberculosis and Health Assn. 


Your own local tuberculosis association in up-State New York. 








Go 208 
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